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OEPARTMENT OF THE INTERIOR 

Minerals Management Service 

30 CFR Parts 202 and 206 

Revision of Gas Royalty Valuation 
Regulations and Related Topics 

MGENCY: Mi nc:r;i Is  Ma nag em en t Serv i cc 
( MM S) . In ior  i or. 
ACTION: Fin;il ruli:. 

SUMMARY: T h i s  rillemilking provides for 
thc iimentlnicnt iintl cltirificiition of 
rctguliitions govcrning V i i l u i i  tion of gils 
for ro y ii I I y co ni p II t ii I i  o n p 11 r poses. 'I'h e 
ii mended B nd clii ri fied regul a t ions 
govern the methods by which value is 
c1etcrmint:d when computing gas 
royiiltics iind net profit sh;ires under 
Federal (onshore and Outzr Continentill 
Shelf) and 1ndi;in ( ' h 4 ) i i l  and allotted) 
oil and giis I(!iiscs (ext:opt IC:ISCS on the 
Osagt: Indian R(!sc:rviition. Osage 
Colin t y . 0 kl :I  horn;^ 1. 
EFFECTIVE DATE: Mtirch 1. 1WH 
FOR FURTHER INFORMATION CONTACT: 
IIc!nnis C. Whitcomb. Chicf. Rules and 
1'rocc:dures nriinch. (303) 231-3432. (FTS) 

SUPPLEMENTARY INFORMATION: The 
principal authors of this rulemcking are 
john 1.. Price. Scott 1.. Ellis, Thomas J. 
Blair. Stanley 1. Brown. and William 11. 
Fcldmiller of the Royalty V;ilu;ition an!: 
Standards Division of the Royitlty 
Management Program (RMP). Minerals 
Management Service; Donald T. Sant. 
Deputy Associate Director for Valuation 
and Audit. Minerals M;in;igcment 
Service: and Peter 1. Schiiuniberg of the 
Officc of the Solicitor. Washington. DC. 
I .  Introduction 

On February 13. 1987. 52 FR 4732. 
MMS issued ii notice of proposed 
rillemaking to amend the regulations 
governing the valwition of g i i s  from 
Federal le;ises onshore rind on the Outer 
Continental Shelf (OCS). and from 
Indian Trihil and allotted leases. During 
the puhlic comment period. MMS 
received illmost 100 written comments. 
In addition. public hearings werc held in 
Lakewood. Colorado. on April 7. 1987. 
and in tlouston. Texas. on April 28. 
1987. Sixteen persons made oral 
presentations at those hearings. 

Because of the complexity of the 
regulations. and in accordance with 
MMS's understanding with the 
Congress. MMS issued a further notice 
of proposed rulemaking on August 17, 
1987 (52 FR 30776). which included a s  ;in 
appendix :JMS's draft of the final 
regulations. The purpose of the further 
notice of proposed rulemaking was  to 
obtain further public comment during a 

. - -______ 

326-3432, 

short coninicnt period snd  then to makc 
any necessiiry rovisions to the final 
regulations. Set: Conference Report on 
I I.R. 1827, in the Cu~~grc.ssin~ia/ R c w m f  
of June 27. 1987. pages 115657-~ 15666. 

'I'he public comment period on the 
first flirthcr notice of p r o p o s d  
rulemaking wiis schc2ulcd to close on 
September 2. 11187. but W H S  extended to 
September 11.1987 (52 FR 33247. Scpt. 2. 
1987). On September 21. 1987. MMS 
issued a Notice of intent to Issue ii 
Second Further No!ice of Proposed 
Ruleniiikinp, (52 FR 35451). In th i i t  
Notice. MMS stilted that a l l  comments 
rtxxived un the Further Notice of 
Proposed Rulemilking and the first draft 
final rules would be included in the 
rulemilking record for this rule. even i f  
they were received after September I f .  

In addition to receiving written 
cornmcnts on the first draft final rules. 
hlMS held several meetings with 
rcliresentativcs from the Ststes.  Indian 
lessors. and industry in an effort to 
develop a set  of regul;itions which were 
acc:eptable generally to ;ill groups. 
though not ii pnniiceti for any one of 
th::ni. Each of the groups exhibited a 
coniniendatile willingness to make 
posit i v e con t r i  I) u t i  o n s to the process 
and. where nccessary. to reach 
coni p ro m i ses. 

the interested constituencies had a full 
and fair opyr tuni ty  to comment upon 
the gas valuation rules following the 
several meetings and MMS's review of 
the written comments. MMS issued a 
second further notice of proposed 
rulemaking and second draft final rules 
(52 FR 39792. October 23, 1987). Public 
comments were received for 30 days. 
Over 35 additional comments were 
submitted in response to the second 
further notice of proposed rulemaking. 
Many commenters repeated comments 
that had been submitted in response to 
earlier requests for comnients. I-lowevcr, 
MMS did receive additional comments, 
particularly on sections which were 
changed. All comments werc reviewed 
and considered in drafting the final 
rules. 

The MMS has considered carefully all 
of the public comments received during 
this rillemaking process, which included 
draft rules and input from the Royalty 
Management Advisory Committee 
(RMAC), proposed rules, and further 
notices of proposed rulemaking with 
draft final rules. A complete account of 
the RMAC process is included in the 
preamble to the proposed regulations 
issued in February 1987. Based on its 
review. MMS hereby adopts final 
regulations governing the valuation of 
gas from Federal and Indian leases. 
These regulations will apply 

In a further effort to ensure that all of 

prospectively to giis production on o r  
a f t e r  the effective date spec i f id  i n  !he 
DAI'KS section of this preamble. 

11. Purpose and Background 
The MMS has revised the current 

regulations regarding the valuation of 
gas to accomplish the following: 

the existing regdations at 30 CFR Parts 
202 ;:nd 206. 

(2)  Creation of regulations consistent 
with the present organizafional structure 
of the Department of the Inferior (Dol). 

valuation regulations in a format 
compatible with the valuation 
regul;itions for all leasable minerals. 

(4) Clarification th t r t  royalty is to lie 
paid on al l  consideration received by 
lessees. less applicable allowances. for 
production removed or sold from the 
lease. 

(5 )  Creation of regulations to guide the 
lessee in the determination of allowable 
transportation and orocessing costs for 
gas to aid in the calculation of proper 
royalty due the lessor. 

A number of sections have been 
renumbered and/or  moved to a new 
subpart. In Part 202. existing $ 8  202.150. 
202.151. and 202.152 of Subpart D, were 
redesignated a s  new sections under 
Subparts B and C and new $9 202.150, 
202.151 and 202.152 were added. 
Sections 206.150. 206.151. and 206.152 
under Part 206, Subpart D. have been 
revised. In addition. new $ 5  206.153, 
206.154, 206.155. 206.156, 206.157. 206.158. 
and 206.159 have been added to Subpart 
D of Part 206. 

Several general provisions which 
relate to both oil and gas have been 
iidded to Part 202. These provisions are 
included in the final rule to amend the 
oil valuation regulations also being 
published by the Department elsewhere 
in today's Federal Register. 

This rule applies prospectively to gas 
production on or after the effective date 
of this rule. I t  supersedes a l l  existing gas 
royalty valuation directives contained in 
numerous Secretarial, Minerals 
Management Service, and US. 
Geological Survey Conservation 
Division (now Bureau of Land 
Management, Onshore Operations) 
orders, directives, regulations, and 
Notices to Lessees ( N T L )  issued Over 
past years. particularly NTL-5 (42 FR 
22610. May 4.1977, as amended: 51 FR 
26759. July 25. 1986). Specific guidelines 
governing reporting requirements 
consistent with these new gas valuation 
regulations will be incorporated into the 
MMS Payor Handbook. 

For the convenience of oil and gas  
lessees, payors. and the public, the 

(1) Clarification and reorganization of 

( 3 )  I'l;iccment of the gas royalty 
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following chiirt siininiitrizc:s the effects 
0 1  thcsc rules. 

Regulation chanqes Descriplions 
* ____ 

I Rcdestgnalions 
Pari M Z  

Seclions 202 150 This adminisIralive actton 
202 151 and 202 I 5 2  more approprialely locales 
under Subpar1 D die within Par1 202 Ihp inlor 
redesi.)naloti as new malion conlainad An Itrose 
P 202 1w ""dol Sub sect,ons 
part C and new 
$$ 202 53 and 202 52 
under Subpar1 B fe  
spvcllvely 

II Removals 
Par1 206 

Seclions 206 106 and Those requiremenis havo 
206 I07 are removed bean incorporaled inlo new 
lfom Subpart C 95 202 150 and 202 151 in 

Pari 202 I 

111 Addifions 
1 P a r i M Z  

New t5 202 150 These new saclions provde 
202 I 5 1  and 202 152 gas valuahon standards 
are added 10 Subparl and 
0 

2 Per1206 
New 54 206 10 206 153 These new secltons prowdo 

206 154 206 155 gas valualm standards 
206 156 206 I57 and procedures and ,denti 
206 1 %  and 206 159 ly  allowahlo costs lor 
are added lo Subparts transporial!on and proc 
A a n j  U essmg to be dcducled 

lrom gas royally value 

The rules in 5 208.150 expressly 
recognize that where the provisions of 
any Indian lease. or any sttitute or treaty 
affecting Indiiin l e a s ~ s .  itre inconsistent 
with the regulations. h e n  the lease term. 
statute. or t:eaty governs to the extent of 
the inconsistency. The same principle 
applies to Federal leases. 

A separate gas definitions section 
applicable to the royalty valuation of 
gas is included in this  rulemaking in Part 
206. All definitions contained under 
each subpart of Part 206 will be 
iipplicable to the regulations contained 
in Parts 202, 203. 207, 210. and 241. 

Ill. Response to General Comments 
Received on the Proposed Gas Valuation 
Regulations and Related Topics 

The notice of proposed rulemaking for 
the amendment and clarification of 
regulations governing valuation of gas 
for royalty computation purposes was 
published in the Federal Register c.n 
Fcbruary 13, 1987 (52 FR 4732). 'This was  
followed by ia Further Notice of 
Proposed Rulemaking (52 FR 30776. Aug. 
17, 1987). and B Second Further Notice of 
Proposed Rulemaking (52 FR 39792, 
October 23. 1987). Over 200 comments 
were received from interested persons 
including Indian lessors. the States. and 
industry. 

tribal groups. a tribal council. and 
Indian trade groups. Various 
government agencies, including State 
entities. Federal agencies. State 
associations. State Governors. and local 
governments illso commented. Industry 
comnientcrs included oil iind gas 

The Indian cmnmenters included 

S-0?1W1~ (x~X(02)(14-JAN-88-17 1 1  56) 

compiinics. individual conimenters, and 
several industry trado groups. 

the f)iisic issuos and principles 
11 n d e rl y i ng t h c p r o  posed ru I e ni i i  k i rig 
without ;iddressing specific sections of 
the proposed regulations. but addressing 
the basic preniise underlying the 
proposed valuation methodology. These 
comments generally were repeated in 
response to the first ;ind second notices 
of further proposed rulemaking. 

composed of two groups, with industry 
generally on one side and States. 
Indians, and local governments on the 
other. Industry generally endorsed the 
b a sic pr i n ci pl es  11 n d erl y i ng the pro po s e d 
regulations. Although the industry 
commenters objected to many of the 
specific provisions of the proposed and 
draft rules. they stated generally that a 
market-oriented approach based on 
gross proceeds from arm's-length 
contracts would fulfill MMS's goiils of 
creating royalty certainty. fairnl!ss. and 
Io ng - t  erm re ve n ti e ma xi mi za t i  or,. So m e 
in d ti s t ry co mni e n t  e r s ti dv oca t ed the 
adoption, in total. of the Royalty 
Management Advisory Committee 
[RMAC) Gas Panel's recommendations 
a s  the only proper solution to the 
valuation issue. States, Indians. and 
local governments. on the other hand. 
generally objected to the basic premise 
of  the proposed valuation methodology 
that gross proceeds from arm's-length 
contracts represent value. They also 
objected to other parts of the proposed 
regulations for a variety of reasons. 

The general comments raised by 
industry, States. and Indians may be 
categorized similarly to those raised 
with respect to the oil valuation 
regulatims: (1) Acceptance of gross 
proceeds under an arm's-length contract. 
or the benchmarks. a s  the value for 
royalty purposes; [2) deduction of 
transportation costs; (3)  legal mandates 
and responsibilities toward Indians; [4) 
complexity and obscurity of regulations 
and definitions: and (5) economic 
impacts. Because the general issues 
raised and MMS's responses thereto are 
so similar. MMS hereby incorporates the 
discussion in the General Commen ts 
portion of Section 111 of the Preamble to 
the final oil valuation regulations 
published elsewhere in today's Federal 
Register, a s  i f  fully and completely set 
forth herein. 

Rulemaking of August 17,1987 (52 FR 
30776). and the Second Further Notice of 
Proposed Rulemaking of October 23. 
1987 (52 FR 39792). specifically 
re (1 u e s t  cd corn m e n t s on ce r t  a in ti ro a d 
issues. 'I'hesc issues were whether there 

Many coninientcrs macle comments on 

,. I he respondents were genertllly 

The Further Notice of Proposed 

were addition;il requirements or 
approaches which would improve the 
royalty pilyment process. the ability of 
auditors to determine comp1i;Jncc with 
these regulations and tho extent to 
which these rules were responsive to 
concerns regilding royalty 
underpayments identified in the 
Linowes Commission Report and report!, 
of the Congress. the General Accounting 
Office. and the Department's Office of 
Inspector General. 

on additional requirements or 
approaches which would improve the 
royalty payment process. Some of the 
commenters stated that improvement 
had been made. brit the provisions in the 
draft final rules attempling to ensure 
that a lessee had acted prudently had 
removed some of the certainty of earlier 
versions. These commenters suggested 
that MMS recognize that lessees act 
prudently in contract negotiations and 
allow royalty to be based on these 
contracts. 

One commenter recommended that 
regulations must be revised a s  soon as  
the requirements of those provisions are 
identified a s  creating problems for 
lessees and MMS. One Indian 
commenter suggested that MMS 
establish a n  lndian audit branch and a 
special Indian valuation office. 

MMS Response: The MMS does 
believe that the vast majority of lessees 
act prudently in contract negotiations 
and that values for royalty purposes will 
be set by the terms of those contracts. 
Therefore, the provisions of the final 
regulations providing MMS with the 
ability to assure that values are  set only 
by the terms of arm's-length contracts 
that have been prudently negotiated 
should not detract from the 
irnprovements made over the existing 
regula tions. 

regulatory provisions be made to 
alleviate problems is weli received by 
MMS. Many reports have stated that the 
area of product valuation was long 
ignored by the Department. MMS 
believes that the dialogue with industry, 
States. and Indians over the last few 
years has  been invaluable in leading to 
these final rules, and i t  is anticipated 
that communication will continue so 
that necessary revisions to any of the 
provisions of the final rules adopted 
today will be timely promulgated. 

final rules that MMS must become 
increasingly familiar with the 
transactions occurring in those areas  
where Federal and Indian lands are  
situated. Many of the Indian lands under 
the Ucpartrncnt's jurisdiction are in 

A number of comments were received 

The suggestion that timely revisions to 

I t  is clear from the requirements of the 

F4701.FMT ...I 16,321 ... 8-06-87 
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close proximity to Fcderiil lands and 
purchasers of production from these 
Jreos often :ire the same. Although 
MMS expects that the increased 
awareness of tile marketplace and tho 
alreiidy high priority given audits of 
Indian leases will suffice in assuring 
coinpliance with these rules. MMS will 
study the suggestion for scperrite audit 
and vsluiition officcs for Indian lands. 

Most of the conimcntcrs addressing 
the ability of iiuditors to d e t r m i n e  
compliance with these reguliitions 
suggested the establishment of 
guidclines goverr.ing acdit closure rather 
than addressing the specific issue. A few 
c m m e n t c r s  stated that clear regulations 
with time!y revisions would enhance the 
ability of auditors to determine 
compliance. One comnienter stated that 
the difficulty in determining i f  any 
consideration outside of the contract 
exists. the lack of any provisions for 
approval of non-irrm's-length contracts. 
the burrfon o n  auditors 1 0  show control 
and adniinistep the bcncnmark system. 
and Ihe lack of independent cross- 
c h w k s  on values ;ill act a s  impediments 
to auditors in determining compliance 
with the rcgulati#:zs. 

MMS Response: The MMS agrees that 
rcgulations that are  clear and 
understiindable and timely revision of 
provisions causing problems enhance itn 
iiuditor's ability to determine 
compliance with those regulations. The 
MMS screes that i t  is difficult to identify 
cansideration that exists outside of a 
contract. However. i t  is no more difficult 
than determining whether or not the 
requirement under current reguliitions 
that a lessee pay royalties based upon 
its gross proceeds has  been met when 
part of the consideration received by the 
Ir:ssee is not covered by the sales 
contract. Similarly. approval of non- 
arm's-length contracts would not 
improve a n  auditor's ubility to 
determine compliance. Approval of non- 
arm's-length contracts would not assure 
that the lessee has provided 
documentation of all consideration to be 
received in the transaction. Further. the 
resources that would be necessary to 
approve all non-arm's-length contracts 
and any amendments thereto would be 
overwhelming. The MMS does recognize 
that demonstrating control will be  
somewhat burdensome on auditors. 
However. showing control and the 
valuation of the gas  sold under that 
contract under the benchmark system 
does not mean that the gross proceeds 
under that contract will not be accepted 
as defining value. Also, there are  tests in 
the final rules that will result in the 
villuing of the giis under the bcnchrnnrk 
system if  the value under an arm's- 

length contract is unreasonable because 
of misconduct or a breach of the lessee's 
duty to market the gas for t lw mutual 
benefit of the lessee and the lessor. 
Finally. MMS does no1 agree that the 
benchmark system will be difficult to 
administer or that there will be  a lack of 
cross-checks. As stated above, MMS 
reelizes that i t  must become increasingly 
f a m i I i a r with transact ions occurring in 
the weas where Federal and Indian 
leases are  situated. By becoming more 
familiar and obtaining sales vo!ume and 
price information, MMS will be ab!e to 
identify anomalies that exist and review 
the circumstances involved in those 
transactions. 

Tv;o commenters stnted that the 
changes in the valuation regulations and 
other changes implemented by the 
Department wert- respoiisive to the 
concerns addressed by the I.ir1owes 
Commission and others. One commenter 
stated thiit the rcgulations were not 
responsive to the concerns addressed by 
the Idinowes Coinmission because 
States' suggestions were ignored. and 
the regulations were open to 
interprctalion in many areas  and lacked 
independent cross-c hec k s. 

MhIS Response: The MMS believes 
thtit the regulations adopted today 
address most of the concerns of the 
Linowes Commission and others. Clarity 
and a great deal of cer t sh ty  have been 
added to replace the v a z i e  requirements 
of the exisling reguIations which were 
identified a s  the major contributor to the 
undervaluing of production. The MMS 
does not agrec that the concerns of 
Stales were ignored. Representatives of 
States have been involved in every step 
of the long process leading to these final 
rules and many of the provisions in the 
final rules directly reflect suggestions 
made by States. Although MMS does not 
agree that the final rules are  a s  open to 
interpretation a s  suggested by this 
commenter, MMS intends lo supplement 
these rules with chapters in the MMS 
Payor Handbook specifically dealing 
with all areas of valuation. The MMS 
will be able to identify anomalies in 
reported values and allowances by 
monitoring information reported to i t  
and comparing reported information 
with other reported information and 
information collected independently by 
MMS. The MMS believes that such 
monitoring of reported values and 
allowances meets the requirement for 
cross-checks called for by the Linowes 
Commission. 

The Second Further Notice of 
Proposed Rulemaking also specifically 
requested comments on certain 
individual issues, These issues were; (11 
The feasibility of a larger scale royslty- 

in-kind program. particularly including 
gas: (2) whether or not the oil and gas 
valuation regulations should be 
consolidated; (31 whether or not the 
provisions dealing with extraordinary 
cost allowances relating to gas 
production and gas processing should be 
retained: [4) the practical limit on the 
term "relative" used in the definition of 
arm's-length contract: (51 whether or not 
allowances for certain post-production 
costs should be added; and (6) the 
allociition of transportatioij costs among 
products. 

The comments received regarding a 
royalty-in-kind program for gas were 
evenly divided. lialf of the commenters 
recommended that MMS take its gas 
royalty in-kind, particularly when there 
is a disagreement over the value of the 
gas. However, most of these 
commenters suggested a separate 
rulemaking to address the complicated 
issues involved in such a program. The 
other half of the commenters stated that 
MMS should not implement a royalty-in- 
kind program for gas becouse of the 
complications of such a program. 

a royalty-in-kind program for gas is too 
complicated to be implemented without 
an in-depth study of all of the issues 
involved. 

The commenters addressing the 
consolidation of the oil and gas 
valuation regulations either rejected the 
idea altogether or  suggested deferring 
any attempt to do so until after the 
separate regulations are issued a s  final 
rules. 

consolidation could not be 
accomplished in a timely manner and 
that experience with the separate rules 
should be obtained to identify if a need 
for consolidation exists. 

The comments received concerning 
the remaining four issues will be  
addressed in lafer sections of this 
preamble dealing with the regulatory 
provisions specifically concerning those 
issues. 

The MMS will monitor the operation 
and effect of the rules being adopted 
today. In 3 years, MMS will review the 
results of its analysis to determine i f  any 
significant changes to the regulations 
are  required. In the meantime, technical 
and minor adjustments to the rules will 
be made a s  necessary. 
1V. Section-by-Section Analysis and 
Response lo  Comments 

section of the proposed regulations. 
Therefore, if those sections were not 
changed significantly from the proposal. 
there generally is no further discussion 

AIMS Response: The MMS ugrees that 

MMSResponse: The MMS agrees that 

comments  were not received on every 

S-02 1909 otUY(O3)( 14-JAN-88-17: 13:15) 
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in this preiimblc. The preiimblc to the 
proposed rcgul;~tion (52 FR 4732. Feb. 13. 
1987) miiy be c o ~ ~ u l t ~ d  for ti full 
dcscription of the purposes of those 
sections. For other sections. this 
prciimble will address primarily the 
extent to which the finiil rule was  
chiinged from the proposal or, in some 
instancrs. from the draft finiil rules. 
Again. ii complete discussion of the 
applical~lc sections may be found in the 
pretimble to the proposed regu!iition. 

The mineral leasing laws require thiit 
the Secretary receive B royalty on the 
"value of production" from minerals 
produced from Federal lands. but value 
is a word without precise definition. 
"Men have all but driven themselves 
mad in an effort to dcfinitize its 
meaning." Andrews v. Commissioner of 
/nternaI Rcvcnuc. 135 F.2d 314, 317 (2nd 
Cir. 1943). l'hc: word "value" has  
sometinies been modified by the words 
"fair market". although the mineral 
leasing law provisions on "value of 
production" do not include these words. 
But. these adjectives d o  not really 
clarify the word value. The word "fair" 
ciin modify the word viilile iis in "fair 
value" or i t  can modify the word market 
a s  in "fair market." The term "fair 
value" may not be interpreted the same 
a s  the "fair market" value. The term fair 
market value. however. has been 
generally accepted to be the price 
received by a willing and 
knowledgeable seller not obligated to 
sell from a willing and knowledgeable 
buyer not obligated to buy. Willing, 
knowledgeable, and obligated are  again 
adjectives which are not terms of 
precise definition. These general 
concepts. however. were still the general 
principles which were followed in 
drafting these regulations on valuation 
of production for the purposes of 
calculating royalties. The general 
presumption is that persons buying or 
selling products from Federal and Indian 
leases are  willing. knowledgeable. and 
not obligated to buy or sell. Because the 
U.S. economy is built upon a system in 
which individuals are  provided the 
opportunity to advance their individual 
self interest, this seems to be a 
reasonable presumption. This system 
and its reliance on self-motivated 
individuals to engage in transactions 
which are  to their own best interest, 
therefore. is a cornerstone of the 
regulations. 

The purpose of the regulations is to 
define the value of production, for 
royalty purposes, for production from 
Federal and Indian lands. Value can be 
determined in different ways, and these 
rulcs explilin how Viiluc is to be  
established in different circumstances. 

S-021999 Oo50(03)( 14-JAN-88-17:13:I 7) 

Value in these regulations generally is 
determined by prices set by individuals 
of  opposing econoniic interests 
transacting business between 
themselves. Prices received for the sale 
of products from Federal and Indian 
leases pursuant to arm's-length 
contriicts are  often accepted a s  value for 
royalty purposes. However, even for 
some arm's-length contracts, contract 
prices may not be used for value 
purposes i f  the lease terms provide for 
other measures of value (such es Indian 
Ic;ises] or when there is a reason to 
suspect the bona fide nature of a 
particular triinssction. Even the 
alternative valuation methods. however. 
are  determined by reference to prices 
received by individuals buying or selling 
like-quality products in the same general 
area who have opposing economic 
interests. Also, in no instance can value 
be less than the amount received by a 
lessee in a particular transaction. 
Section 202.150 Royalty on gas. 

paragraph (a )  should provide 
specifically that Indian lessors, a s  well 
a s  MMS. have the right to require 
payment in-kind for royalties due on 
production. 

hlMS Response: Most Indian lessors 
have the authority to require payment 
in-kind for royalties due on production. 
To  the extent the lease terms so provide, 
the lessor may take its royalty-in-kind. 
However, because requests to take 
royalty-in-kind may invdve  operational 
difficulties for the lessee, a s  well a s  a 
change in accounting and reporting 
procedures necessary for MMS to 
properly monitor royalty obligations, 
MMS will continue to administer such 
requests. Therefore, if a n  Indian lessor 
wants royalty-in-kind, he or she must 
contract MMS. The MMS then will make 
arrangements with the lessee for the in- 
kind payment. 

The MMS also has  added a provision 
clarifying that when royalties a re  paid in 
value. the royalties due are  equal to the 
value, for royalty purposes, multiplied 
by the royalty rate. 
Section .?O.?.15o(b). 

comments stating that unavoidably 
flared gas should be exempt from 
royalty requirements. Commenters 
stated that the definition of the term 
"unavoidably lost" should be 
incorporated in 9 206.151, Definitions. 
The commenters also recommended that 
this paragraph address the procedures 
for obtaining permission to use gas off- 
lease for the benefit of the lease. 

recommended deletion of the phrase 

Indian commenters recommended that 

The MMS received many industry 

One industry commenter 

"when such off-lease use is pcrnmitted by 
the appropriate agency." The commcnter 
recommended that legal interpretations 
affecting the inclusion of any on-lease or 
off-lease use could be more 
appropriately covered in the MMS Payor 
tiandbook. 

Industry commenters also stated that 
on-lease or off-lease royalty-free gas use 
should also include gas used in post- 
production operations, including 
boosting residue gas  delivery pressure 
and other operations incidental to 
marketing, because this gas  is used for 
the benefit of the lease. 

recommended the inclusion of the 
following language: "Gas used for the 
benefit of the lease in royalty free, 
which includes gas  used in lease 
equipment located on a platform or in a 
central facility serving multiple leases. 
Such platform or central facility may be 
located on a lease other than the one 
physically providing gas used." 

that the standard for royalty liability 
detailed in this paragraph is consistent 
with section 308 of the Federal Oil and 
C a s  Royalty Management Act of 1982 
(FOCRMA). 30 U.S.C. 1756. which limits 
royalty liability to loss or waste owing 
to negligence or noncompliance with 
operational requirements. 

Two industry commenters proposed 
that MMS consider expansion of the 
clause to include all gas  used "on or off 
a lease a s  long a s  i t  is for the benefit of 
the lease." 

decision that gas  used off-lease for the 
benefit of the lease is royalty-free when 
such use is permitted by the appropriate 
agency. 

recommended that any royalty-free use 
of gas  be subject to prior approval to 
ensure that production from Indian 
leases is not disproportionately used in 
royalty-free operations. 

whether or not gas  has  been 
unavoidably or avoidably lost and 
whether or not gas  used is royalty-free 
(whether used off-lease or on-lease) are 
operational matters covered by the 
appropriate regulations of the Bureau of 
Land Management (BLM) and MMS for 
onshore and  offshore operations, 
respectively. The BLM's requirements 
are  governed by the provisions of 43 
CFR Part 3160 and Notice of Lessees and 
Operators No. 4A. The MMS's 
requirements are  governed by the 
provisions of 30 CFR Part 250. Therefore, 
although these comments raised many 
substantive issues. they a re  not properly 
addressed in this rulemaking. The MMS 

One industry commenter 

One industry commenter did not agree 

Industry commenters endorsed MMS's 

Some Indian commenters also 

MMS Response: The determination of 
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does not believe that prior approval for 
royalty-free use of gas  is warranted 
because most leases. by their specific 
terms, al!ow royalty-free use of gas and 
i t  is a matter which will be  reviewed 
during audits to prevent abuse. 

Proposed fr ~ 0 ~ . 1 5 o ( b ) ( ~ ) .  which 
addressed royalty-free use of gas for 
leases committed to unit or 
cornrnunitization agreements, has  been 
expanded in the final rules to also cover 
production facilities handling production 
from more than one lease with the 
approval of the appropriate agency. 
Although MMS is satisfied that this 
issue is a n  operational matter governed 
sufficiently by the appropriate operation 
of the unit agreement or 
cornmunitization agreement and BLM's 
and MMS's regulations. the number of 
comments received regarding this issue 
led MMS to believe that reiterating 
these operational requirements w a s  
advisable. This regulation simply 
provides that a disproportionate share 
of the fuel consumed at  a production 
facility serving mutliple leases may not 
be allocated to a n  individual lease 
wiihout incurring a royalty obligation on 
a portion of the fuel. 

One industry commenter was  strongly 
in agreement with 
proposed rules. which recognizes the 
provisions of Indian leases that are  
inconsistent with the regulations. 

paragraph may not act to the benefit of 
Indian lessees unless MMS makes a 
specific requirement by instruction. 
manual releases, or notices to lessees 
with respect to the specific valuation 
guidelines to be applied. 

MMS Response: The provisions of 
proposed fr 202.150(bJ(3) were adopted 
in the final rules. In most instances. the 
valuation regulations will apply equally 
to both Federal and Indian leases. This 
section covers any leases which may be  
inconsistent with the regulations. The 
final regulations recognize the primacy 
of statutes, treaties. and oil and gas  
leases and provide a means for dealing 
with special valuation requirements for 
both Indian and Federal leases. In many 
instances, lease terms are modified by 
unitization or cornmunitization 
agreements. The reference to "leeses" in 
the regulations means the lease terms a s  
modified by any such agreement, where 
appropriate. 
Section .?02.150(c). 

Section 202.15o(c) w a s  proposed as 
fr 206.150(d). I t  provides that if the ELM 
(for onshore lenses) or MMS (for 
offshore IeasesJ determines that gas  was  
avoidably lost or wasted, then the value 
of that gas will be determined in 
accordance with Part 206. This section 

202.150(b)(3) of the 

One Indian cornmenter stated that this 

S-02 I999 005 l(03)( 14-JAN-88-17:13:20) 

also applies to gas drained from onshore 
leases for which ELM determines that 
compensatory royclty is due. 

One industry commenter stated that 
the term "avoidable" indicates that such 
losses could have been anticipated and 
eliminated and that serious charges like 
these should be documented and 
proven, not merely assumed after the 
loss has been reported. Therefore. the 
commenter takes exception to this 
regula tion. 

MMS Response: Avoidably lost 
determinations a re  handled by 
personnel responsible for lease 
management operations, ELM onshore 
and MMS offshore, and are  not a 
valuation issue. Any operator or lessee 
that ELM or MMS notifies of a n  
avoidable loss determination has  the 
right to appeal the determination if i t  is 
believed to be unjust or unfair. 

One Indian commenter stated that 
payment should be due for the entire 
value, and not just the royalty portion of 
gas  that is determined to have been 
avoidably lost or wasted from Indian 
leases. 

should be made clear in this provision 
that the amount due for avoidably lost 
gas should be a royalty value and not 
the total value (100 percent]. 

MMS Response: The MMS policy for 
offshore leases is to assess  only royalty 
for gas  determined to have been 
avoidably lost. This also is ELM'S policy 
for onshore leases for gas  avoidably lost 
on and after October 22, 1984. This date  
is the effective date  of BLM's revised 
regulations a t 4 3  CFR 3162.7-l(d] (49 FR 
37356, September 21,1984), which 
included the provision for royalty on 
avoidably lost gas  in accordance with 
Section 308 of FOGRMA, 30 U.S.C. 1756. 
The MMS and the BLM believe that 
collection of royalty provides a n  
effective deterrent to  wasting gas. 
Section ZO.?.lSO(d). 

Section 202.150(d) w a s  proposed as 
fr 208.150(eJ and requires royalties to be 
paid on insurance compensation for 
unavoidably lost gas. 

Several industry commcnters stated 
that to require a lessee to pay royalties 
on any compensation received "through 
insurance coverage or other 
arrangements for gas unavoidably lost is 
unfair.'' They stated that insurance 
prGceeds are  not received for the sale of 
pro hc t ion  and should no1 be  subject to 
shi;ring with :he lessor. They believe, 
however, that if MMS insists on 
collecting a portion of such proceeds, 
the cost of such insurance coverage 
should be allowed as a deduction from 
royalty. 

One industry commenter stated that i t  

The MMS removed the insurance 
compensation section from the first draft 
final rule. Many Indian and Slate 
commenters thought this change WBS 
unfair, stating that i f  the lessee w a s  
compensated for the production. the 
lessor should than receive its royalty 
share. 

MMS Response: The MMS has  
reinstated this provision in the final 
rules. However, royalties a re  due only i f  
the lessee receives insurance 
compensation from a third person. No 
royalty is due where the lessee self 
insures. 
Section 202.150(e). 

fr 202.150(e), which w a s  proposed a s  
fr 202.15O(c). They questioned the 
authority to require other non-Federal/ 
Indian lessees to pay royalties on leases 
on which they are  not the lessee. 
According to the commenters, this could 
present gas  balancing problems where 
production taken by a lessee fa lh  below 
that lessee's production entitlement. 
These commenters suggested that 
proposed fr 202.150(c) fails to recognize 
the marketing aspects of production. 
Although MMS attempted to clarify the 
purpose and scope of this section in the 
draft final rules, many additional 
comments were received. Many industry 
commenters commented that a 
requirement to pay royalties based upon 
what other unit participants receive for 
the gas raises many problems of 
information gathering making timely and 
accurate reporting of royalties extremely 
difficult. These commenters suggested 
alternatives such a s  allowing a lessee to 
pay royalties based upon its own 
contract price or allowing a lessee to 
pay royalties based upon the volume of 
production it actually sold. 

MMS Response: Section 202.150(e) of 
the final rules states that all production 
attributable to a Federal or Indian lease 
under the terms of the agreement is 
subject to  the royalty payment and 
reporting requirements of Title 30 of the 
Code of Federal Regulations even if a n  
agreement participant actually taking 
the production is not the lessee of the 
Federal or Indian lease. Only a few 
concerns were expressed about this 
requirement and many commenters 
supported it. Most important, however, 
fr 202.150[e) requires generally that the 
value, for royalty purposes, of this 
production be  determined in accordance 
with 30 CFR Part 208 under the 
circumstances involved in the actual 
disposition of the production. A s  a n  
example, if a Federal lessee does not 
sell or otherwise dispose of its allocable 
share of unit production, i t  will be sold 

Several industry commenters opposed 
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or otherwise disposed of by other unit 
participants. i f  one of the unit 
participants other than the Federal 
lessee transports unprocessed gas lo a 
sales point off the unit area under a n  
arm's-length trunsportation agreement 
and then sells the gas  under an arm's- 
length sales contract, the value, for 
royalty purposes. will be that 
participant's gross proceeds less the 
costs of transportation incurred under 
t h e a rm 's- I eng t h I rii ns po r t a t ion 
agreement. This provision does not 
address the issue of what pcirticipiint 
must report and pay the royalties; i t  only 
addresses the issue of valuation. 

These rules do not require non- 
Federal and non-Indian lessees to 
conform to these regulations for valuing 
production. The MMS merely has  
required that the lessee must determine 
its royalty liability in accordance with 
the other interest owners' contracts or 
proceeds a s  long a s  those royiilties 
comply with these value regulations. 
Any gas balancing problem that may 
exist because of interest owners taking 
more than their entitlement is a matter 
to bc settled by the agreement members. 

The MMS has added a new paragraph 
(3) to the final rules to clarify that all 
agreement participants actually hiking 
volumes in excess of their allocated 
share of production in any month are  
deemed to have taken ratably from all 
persons taking less than their 
proportionate share. The MMS decided 
that such a provision w a s  required to 
provide certainty a s  to which unit 
participants' dispositions the lessee 
must consider to satisfy the 
requirements of this provision, 
especially where there is no balancing 
agreement among the unit participants. 

Two industry commenters also stated 
that the foreseeable results of this 
paragraph includes: ''* (1) chronic 
late payments of royalties: (2) 
inconsistent AFS and PAAS reporting: 
(3) difficulty in determining proper 
royalty values where the overproduced 
working interest owners dispose of 
production pursuant to non-arm's-length 
transactions: and (4) excessive 
accounting and administrative costs for 
MMS and all working interest owners." 

MMS Response: The MMS believes 
that lessees generally will be  able to 
comply with the requirements of the , 

regulations. However. MMS has added a 
new paragraph (21 which authorizes 
MMS to approve a royalty valuation 
method different from that prescribed by 
paragraph (1) to value any  volumes of 
agreement production allocated to a 
lessee but which the lessee does not 
take. The lessee must request the 
cxceplion and MMS may approve i t  only 
i f  i t  is consistent with the purposes of 

the regulations. For example. under a 
unit agreement a Federal lessee may be 
entitled to 100.000 mcf of production. 
The lessee is required to pay royalty on 
that volume. However. the lessee is able 
to sell only 7 5 . 0  mcf under its arm's- 
lenath contract that month. The lessee 
could request that MMS allow i t  to pay 
royalty on the remaining 25.000 mcf at  
its contract price. 

The MMS recognizes that under most 
balancing agreements. a lessee who has  
undertaken at some point will overtake 
to balance its account. Because the 
lessee was  required to pay royalties on 
the value of its allocated share when i t  
undertook, the lessee is not required to 
pay additional royalties for prior periods 
for that lease when i t  subsequently over 
takes. Again. royalties are due only on 
the allocated share of agreement 
production even when the lessee takes 
and sells a greater volume. The MMS 
has added a new paragraph (4) to clarify 
this issue. 

recommended that paying and reporting 
royalties be accomplished solely on the 
basis of sales. According to these 
comments, because royalties will have 
been paid on total sales from the leases, 
there should be no decrease in royalty 
payments due over the life of the lease 
through the use of the sales approach. 

MMS Response: Ptiying and reporting 
royalty solely on the basis of sales 
would not conform to the requirements 
of  the federally approved agreement or 
the terms of the lease. It also cculd 
cause a hardship for Indian lessors who 
rely on a steady stream of revenues 
when there is production from their 
leases. Therefore, i t  is not a n  acceptable 
procedure. 

In response to comments the: the 
valuation method for production from 
unitization and communitization 
agreements required by the proposed 
and draft rules could cause royalty 
calculation and reporting problems for 
lessees. MMS is including in the final 
rules in subsection (fl a n  exception 
authority for valuing production from 
Federal and Indian leases committed to 
agreements. The authority is 
discretionary and may be  exercised 
where the lessee requests a n  alternative 
method, the proposal is consistent with 
applicable statutes, lease terms and  
agreement terms, to the extent practical, 
persons with a n  interest in the 
agreement a re  notified and  given a n  
opportunity to comment, and, to the 
extent practical, all persons with a n  
interest in a Federal or Indian lease 
committed to the agreement agree to use 
the proposed method. 

Some industry commenters 

Section 202.151 Royalty on processed 
gas. 

Section 202.151(a). 

Sone commenters recommended 
deleting the word "reasonable" before 
the words "actual costs" in paragraph 
(a )  because the lessee should be able to 
deduct actual costs from the processed 
gas value. One commenter stated that 
condensate recovered without resorting 
to processing should not be included in 
calcultiting royalty i f  the condensate is 
not allocated to the lease. 

MMS Response: The MMS's policy is 
to allow "reasonable" actual costs 
incurred by the lessee for processing 
lease production. The MMS does not 
believe that i t  should share in 
unreasonable costs and has  not adopted 
this suggestion. The M M S  does not 
agree that a lessee should be allowed to 
remove production from the lease and 
avoid the royalty obligation for any part 
of that production. Therefore, MMS will 
retain the requirement that condensate 
recovered without resorting to 
processing be included when 
determining the value of gas that is 
processed. 

The MMS received a comment 
regarding the requirement for dual 
accounting in 3 206.155. That commenter 
stated that dual accounting should be 
required in all instances where gas  is 
processed from onshore Federal and 
Indian leases, because that is the only 
way to ensure that royalty is paid on 
that portion of the gas  stream leaving 
the lease which becomes a liquid during 
the transmission of the gas to the plant. 
These liquids are  commonly referred to 
a s  drip condensate. The commenter 
pointed out that in many instances the 
company transporting the gas  retains 
these liquids and the lessee makes no 
royalty payment for this portion of the 
production removed from the Federal or 
Indian lease. 

MMS Response: As the commenter 
properly pointed out. royalty is due on 
all gas production removed from the 
lease, including any gas which becomes 
a liquid during transmission to a gas  
plant. When gas  is sold a t  the lease and 
the lessee does not retain or exercise the 
right to process the gas, the total gas 
production removed from the lease is 
properly accounted for a t  that point. 
Thus, the issue of royalty on drip 
condensate is not involved in these 
instances. 

When gas  is processed by the lessee, 
any portion of the gas removed from the 
lease which becomes a liquid during 
transmission to a gas plant must be  
accounted for lo properly define the 
value of the total gas production 

S-02 I999 oO52(03)( I4-JAN-RB-17:I 3:22) 
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removed from the lease upon which 
royalty is due. Although MMS is not 
adopting the recommendation to require 
dual accounting in all instances where 
gas is processed. MMS is modifying the 
final rules in $ 202.151 and $ 206.153 to 
specify this requirement. Therefore, i t  is 
being made clear that the value of gas  
which is processed by a lessee must 
include the combined values of the 
residue gas. ell gas  plant products arid 
aiiy condensate recovered downstream 
of the point of royolty settlement 
without resorting to processing. 
Section 202.151[b). 

Several industry commenters stated 
that an allowance for boosting residue 
gas  should be  allowed under paragraph 
(b)  for operation of the processing plant. 
The rationale was  that costs associated 
with this process a re  incurred as a result 
of processing and should not be 
regarded a s  costs necessary to place the 
gas in marketable condition. 

specify the MMS's policy that the lessee 
is required to condition the production 
for market. The cost for boosting residue 
gas is considered a s  a cost necessary to 
place the gas in marketable conditim, 
and will not be an allowable deduction. 

Three industry commenters 
recommended deleting the word 
"reasonable" before the words 

amount of residue gas ' *" 
and allowing actual amounts of residue 
gas used to be  royalty-free. Indian 
commenters were concerned that the 
regulation should specify that residue 
gas  could not be  disproportionately 
charged to their leases royalty-free. 

M M S  Response: Historically. MMS's 
policy has  been to allow a reasonable 
amount of residue gas to be royalty-free 
for the operation of a processing plant. 
In most instances the actual amounts of 
residue gas  used are  considered to be 
reasonable. However, the final rule 
specifies that only a lease's 
proportionate share of the residue gas  
necessary for the operation of the 
processing plant may be  allowed 
royalty-free. Although adopted in 
response to the concerns of Indian 
commenters, this provision is equally 
applicable to all Federal and Indian 
leases. 
Section 202. I~I(C). 

endorsed the language set forth in 
paragraph ( c ) .  

unilateral authority to authorize the 
royalty-free reinjection of residue gas  or 
gas plant products from Indian 
production into unit areas  or 

MMS Response: 'The regulations 

66. . 

Two industry commenters strongly 

One Indian commenfer stated that 
the Secretary s h d d  not retain , I .  . . 

S-02 I999 oO5N03)( 14-JAN-IH-I 7: 1 3 ~ 2 5 )  

communitized areas." The 
recommendation was  that the volume of 
royalty-free residue gas or gas  plan1 
products which can  be reinjected into a 
unit area should be limited to the ratio 
of lease production to total unit 
productioii rnal:iplied by the volume of 
unit production reinjected. 

One industry corninenter requested 
clarification that the use of the word 
"reinjection" includes original injection. 
In addition, the commenter 
recommended deletion of the 
qualification "* ' when the 
reinjection is included in a plan of 
development or operations and the plan 
has  received BLM or MMS 
approval, * "  because the recovery 
must be paid for entirely by the lessee. 

onshore or offshore operations. 
respectively, has  the authority to 
approve the plan of development or 
operations. The issue regarding 
reinjcction of residue gas  or gas  plant 
products is a matter which is addressed 
by the appropriate operational 
regulations of BLM and MMS. 
Section 202.152 Standards for 
reporting a n d  paying royolties on 80s .  

Section 202.152(a) 

recommended that the phrase "if the Btu 
value is required pursuant to the lessee's 
contract" be added to the end of the last 
sentence of paragraph [a)[z). This 
commenter stated the Btu measurement 
is a n  expensive process and  should not 
be required periodically unless 
necessary. 

that the frequency of Btu measurement 
be  required quarterly, i f  not monthly, i f  
not covered by the lessee's contract. 
This commenter stated that there are  
many situations which niay require 
more frequent monitoring of the Btu 
heating value to assure proper 
assessment of gas  royalties. 

is necessary in determining the rroper 
value of the gas  for royalty pc: .oses. In 
addition, the BLM onshore and MMS 
OCS operations regulations require 
periodic Btu measurements. 
Section .?02.152[b). 

One industry and one Federal agency 
commenter suggested that the words 
"where applicable" be  added a t  the end 
of paragraph [b][z). They stated that 
when the production is composed of 
carbon dioxide, nitrogen, or helium there 
will be no applicable Btu value. 

MMS Response: This regulation has  
been modified in the final rule to read as 
follows: "Carbon dioxide [COz). nitrogen 

M M S  Response: The BLM or MMS for 

One industry commenter 

One Federal agency commenter stated 

M M S  Response: The Btu measurement 

INz]. helium [He), residue gas. and any 
other gas marketed a s  B separate 
product shall be reported by using the 
same standards specified in paragraph 
(a)." The concern expressed regarding 
Btu values for nonhydrocarbon gases is 
resolved by the inclusion of the words 
"where applicable" in the final rule for 
paragraph [a). 

Indian comrnenter stated that i f  sulfur is 
sold in a unit other than a long ton, the 
lessee h o u l d  be allowed to report it to 
MMS and to Indian lessors in that unit. 

MMS Response: The unit for reporting 
sulfur volumes must be standardized for 
reporting purposes. The most common 
unit used by industry for reporting sulfur 
is the long ton. A simple arithmetic 
formula can be  used to convert a unique 
sales unit to long tons. 
Section ,706,150 Purpose a n d  scope. 
Section 20e.l50[a). 

Several commenters suggested that 
lndian and Federal lands are dissimilar 
and deserve separate treatment when 
valuation and other gas  production 
matters are  under consideration. They 
recommend that separate regulations be  
promulgated for Indian leases. 

MMS Response: The MMS believes 
thai because these regulations provide 
for a reasonable and appropriate value 
for royalty purposes, completely 
separate rules for Federal and Indian 
leases generally a re  unnecessary. The  
regulations in 8 206.150(b) recognize the 
primacy of terms of statutes. treaties. 
and oil and gas  leases which provide 
special valuation requirements for both 
Federal and Indian leases. In addition, 
certain additional provisions applicable 
only to Indian leases have been 
included in these regulations. 

The MMS has  added a general 
statement that the purpose of this 
subpart is  to establish the value of 
production for royalty purposes 
consistent with the mineral leasing laws 
and other applicable laws and lease 
terms. 
Section ZoS.ISO(b). 

One industry commenter suggested 
the addition of the phrase "in the event 
that any term of a n  approved existing 
unit or communitizetion agreement is 
inconsistent with the final rule, then 
such agreement will govern to the extent 
of the inconsistency." 

standard Federal form of a unit 
agreement states: "The terms, 
conditions, and provisions of all leases, 
subleases, and other contracts relating 
to exploration, drilling, development or 
operation for oil or gas on lands 

Regarding paragraph [b)(4). one 

MMS Response: Section 18 of the 

F4701 .FMT... [ 16,323 ... 8-06-87 



Federal Register / Vol. 53, No. 10 / Friday, January 15, 1988 / Rules and Regulations 1237 
- 
committed to this agreement are hereby 
expressly modified and amended to the 
extent necessary to make the same 
conform to the provisions hereof 
Therefore, the offered language is 
unnecessary owing to this existing unit 
agreement provision. 

One Indian commenter suggestecl the 
addition of the phrase "provisions of 
Title 25 of the Code of Federal 
Regulations will supersede the 
provisions of this part, to the extent of 
any inconsistency." 

regulations which were in Title 25 of the 
Code of Federal Regulations are 
identical to the provisions of many 
Indian leases. Therefore. these final 
regulations would cover a n y  
inconsistencies with lease terms if there 
were any. Moreover. BIA currently 
intends to amend the valuation 
regulations in 25 CFR simply to refer to 
the MMS valuation regulations. 

lndiun commenters recommended 
that, where provisions of any Indian 
lease, or any statute or treaty affecting 
Indian leases, a s  stated or a s  interpreted 
by the courts. are  inconsistent with the 
regulations, the lease. statute or treaty, 
or court interpretation would govern to 
the extent of the inconsistency. 

MMS Hesponse: This suggestion was 
not adopted because i t  w a s  not 
considered necessary. I f  the regulations 
a re  inconsistent with the requirements 
of any court decision, the court decision 
would take precedence. 

One commenter suggested the MMS 
include in this section a reference to 
settlement agreements resulting from 
administrative or judicial litigation, I t  
w a s  pointed out that some settlement 
agreement provisions may vary from the 
regulations. 

MMS Response: The MMS has  made 
the suggested change in the final rules 
because the terms of a settlement of 
administrative or judicial litigation will 
govern. In response lo a comment on the 
draft final rules, MMS has  included 
references to settlement agreements 
involving Indian lessors. 
Seclion 206.250(c). 

that consideration be  given to the 
establishment of a "statute of 
limitations" for MMS audit and 
adjustment purposes. This commenter 
suggested that a 6-year period be  
adopted which would commence with 
the filing of the lessee's royalty report. I t  
w a s  also suggested that a provision be 
included for the lessee and MMS to 
mutually agree to waive the limitation 
for specific incidents and items under 
appeal or before the courts, but i t  should 
never apply in cases of fraud. This 

' '." 

AIMS Response: The virluiition 

A few industry commenters requested 

would partially relieve both the lessee 
and MMS of records archival 
responsibility end the associated costs. 
which a re  significant. Also. the 
limitation goes well beyond the cost- 
effective period for conducting normal 
compliance and follow-up audits. The 
suggested statute of limitations could be 
similar in concept and language a s  that 
used by the Internal Revenue Service. 

MMS Response: The MMS performs 
all audits in accordance with 30 CFR 
217.50. Any limitation such a s  that 
suggested would properly be  included in 
a rulemaking to unicnd that section of 
the regulations. Therefore, i t  is beyond 
the scope of this rulemaking. The MMS 
has modified the provision in the final 
rule to make i t  clear that this provision 
applies to payments made directly to 
Indian Tribes or allottees a s  well a s  
those made to MMS either for Federal or 
Indian leases. The MMS will address the 
issue of audit closure elsewhere. 
Section 2m. I50(d). 

from Indians that this section should 
specifically reference the Secretary's 
trust responsibilities to the Indians. 

MMS Response: The MMS has 
incorporsted the suggested change. 

The MMS received a comment from 
a n  Alaska Native Corporation stating 
that MMS should not make the new 
regulations applicable to the 
proportionate share of production which 
corresponds to a n  Alaska Native 
Corporation's proportionate share of 
leases acquired under section 1418) of 
the Alaska Native Claims Settlement 
Act, 43 U.S.C. 1613(g]. Under section 
14(g). a native corporation can acquire 
ell or part of the lease. The commenter's 
point was  that a t  the time a 
proportionate interest in a lease is 
acquired. the native corporation had a n  
expectation of what royalties i t  would 
receive, and i t  would be inequitable for 
MMS to modify that expectation for 
leases or portions of leases which MMS 
does not even own. 
MMS Response: In the draft final 

rules accompanying the second further 
notice of proposed rulemaking. MMS 
proposed to add  a 9 206.150(e) which 
provided that regulations, guidelines, 
and Notices to Lessees in effect on the 
date  that a n  Alaska Native Corporation 
acquired a proportionate interest in a 
lease will continue to apply to that 
interest. The MMS received several 
comments that this provision is unfair 
and not supportable because the lease 
terms expressly recognize that 
regulations may change and that the 
lease will be  subject to the new 
regulations. The MMS agrees with the 
comments and has  deleted this section 

The MMS received many comments 

from the final rules. However. i t  should 
be clarified that these rules do not have 
any retroactive effect. MMS does not 
intend that any rules adopted in the 
rulemaking would apply to production 
involving Alaska Native Corporation 
lease interes!s which occurred prior to 
the effective date  of this rulemaking. 

MMS is including in the final rules ;J 

new subsection (e] to specify which 
Notice to lessees a re  to be terminated 
by this rulemaking. 

Section 2a6.151 Definitions. 
"Allowance"-One industry 

commenter suggested that the proposed 
definition be  modified a s  follows: 
"Processing allowance means a n  
allowance for processing gas: i.e., a n  
authorized or a n  MMS-accepted 
or approved deduction for the costs of 
processing gas  determined pursuant to 
8 9 206.158 and 206.159." The same 
commcnter stated further that 
"Transportation allowance means a n  
allowance for moving unprocessed gas. 
residue gas, or gas  plant production to a 
point of sale or point of delivery remote 
from the lease, unit area, communitized 
area, or processing plant; ;.e.. a n  
authorized or a n  MMS-accepted or - 
approved deduction for transportation 
costs, determined pursuant to 95  208,156 
and 206.157." This commenter 
recommended deleting the phrase "for 
the reasonable, actual costs incurred by 
the lessee." The method of determining 
the allowance should be addressed in 
the regdation setting forth the 
calculation method. not in the definition 
of allowance. If MMS adopts 
comparable arm's-length transportation 
and processing costs a s  a benchmark for 
non-arm's length contracts, the above 
cited phrase could be incorrect in 
certain instances." 

A few industry and one Indian 
commenter stated that certain terms 
incorporated in the definition a re  
subjective in nature. One industry 
commenter stated: "The New Rules do 
not draw a clear, objective line between 
costs that may be  deducted and costs 
that may not be  deducted. What  is 
'remote'? What  is 'field gathering'?'' Two 
industry commenters want the word 
"reasonable" deleted in the definition of 
"processing allowance and 
transportation allowance." They believe 
that the "Lessee should be  entitled to 
deduct actual cost of processing and 
transportation. 'Reasonable' implies that 
the deduction may be  something less 
than actual." One Indian commenter 
stated: "* ' the use of the terms 
accepted and  approved call into 
question important issues regarding the 
relationship of the acceptance or 
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approval with later audit. We assume 
that acceptance would not preclude 
later audit review and disallowance or 
modification when justified." One 
industry commenter suggested deleting 
the words "remote from" and replacing 
them with "off." The commenter 
"believes what is really intended by the 
phrase 'remote from' is to cover 
transportation to sales and delivery 
points of the lease." 

Finally. one Indian commenter. 
referring to "allowance." pointed out 
that: "The definition should clearly 
specify that the transportation 
allowance applies only to transportation 
from [he leose boundary to a point of 
sale remote from the lease and that such 
costs be reasonable. actual. and 
necessary. " 

M M S  Response: The final rule 
includes some modifications to the 
proposed language. I t  should be noted 
that processing and transportation 
allowances are  "accepted" subject to 
review and/or  audit. The MMS also has  
deleted the phrase "remote from the 
lease" and replaced i t  with the phrase 
"off the lease" for clarification that any 
transportation off the lease. except 
gathering [see definition below). is 
eligible for a n  allowance. 

"Area"-One industry commenter 
stated that " 'Area' should be more 
precisely defined so that there are  
reasonable limits to how large an 'area' 
is. In addition. for the sake of 
clarification. the words 'or producing 
unit' should be inserted after 'oil and/or  
gas field' '." 

computation purposes, the definition of 
"area" must remain flexible so that i t  
may be  applied to diverse situations. 
The size of a n  "area" may vary with 
each specific royalty valuation 
determination for gas. 

"Arm's-length Contract"-The 
proposed definition of "arm's-length 
contract" was  addressed by a large 
number of State. Indian, and industry 
commenters. 

Many commenters stated that the 
originally proposed definition of arm's- 
length contract was  so restrictive that 
many perfectly valid arm's-length 
transactions may fail to qualify, thus 
potentially rendering this key element of 
the benchmark system meaningless. 
These commenters suggested that MMS 
should adopt a definition of "affiliated 
person" based on control versus mere 
ownership of stock. They stated that in 
order to eliminate this problcrr., the 
underlying language should be deleted 
in favor of language already adopted by 
BLM in its regulations implementing 
Section Z(a](Z)(A) of the Minerals Lands 
Leasing Act of 1920 (MLLAJ. The rule. 43 

MMS Response: For royalty 

CFR 3400&5[rr)(3), added by 51 FR 
43910. 43922 (1986). specifies that: 

Controlled by or under common 
control with, based on the instruments 
of ownership of the voting securities of 
a n  entity, means: 

( i )  Ownership in excess of 50 percent 
constitutes control: 

(ii) Ownership of 20 through 50 
percent creates a presumption of 
control: and 

[iii) Ownership of less than 20 percent 
creates a presumption of noncontrol. 

One  industry commenter further 
recommended that "*  MMS also 
adopt a 5% ownership threshold. below 
which there is a n  absolute presumption 
of noncontrol which is not subject to 
rebuttal. The 5% threshold is taken from 
the Investment Companies Act [ '  '1 
which establishes that there is no 
effective affiliation between parties 
when direct or indirect ownership of 
voting stock is below 5%." 

One industry commenter stated: 
"Additionally. for those companies in 
which there is a definite controlling 
interest. a transaction should still be 
treated a s  arm's-length if the controlling 
company is regulated by a regulatory 
agency who approves rates or tariffs 
charged to third parties." 

Many industry commenters 
recommended changing MMS's 
reference from "persons" to "parties." 
One of these commenters stated that 
"Involvement in one or more joint 
operations with a competitor should not 
be viewed a s  materially affecting the 
arm's-length nature of transactions 
between the firms. However, the 
reference to 'joint venture' in the 
definition of 'person,' which is 
referenced in the proposed definition of 
arm's-length contract. could be  
improper!y construed a s  including 
normal joint oil field operations 
conducted under the terms of joint 
operating or similar agreements. Joint 
operations clearly involve no 
interlocking ownership of the 
instruments of voting securities a s  
between the firms. Joint operations are  
undertaken to accomplish effective 
reservoir management, to satisfy 
spacing requirements, or to share the 
enormous costs involved in certain OCS 
and frontier areas.*' 

One industry commenter w a s  
concerncd that: "The proposed language 
does not clarify a t  what time affiliation 
is to be determined. I s  i t  when the 
contract is originally executed or some 
subsequent time during the term of the 
contract? In the current climate of 
mergers and acquisitions. affiliation may 
change." Another industry commenter 
stated that although the definition of 
"arm's-length contract" is well writien. 

any additional language elaborating on 
the state of being affiliated should be 
deleted because i t  would allow auditors 
to reject too many arm's-length 
contracts. 

definition of 'arm's-length contract' is 
clearly deficient because i t  is limited to 
formal affiliation or common ownership 
interests between the contracting 
parties. The assumption behind 
accepting arm's-length contract prices is 
that those prices will reflect market 
value. The definition proposed by MMS 
ignores the fact that parties may have 
contractual or other relationships or 
understandings which would cause them 
to price gas below its value, especially if 
the benefit of the reduced royalty 
burden can be  shared by means of the 
gas sales contract." One Indian 
commenter questioned ' I *  whether 
there a re  any truly arm's-length 
relationships in today's market which 
would make a n  arm's-length valuation 
method valid. We are  particularly 
concerned that the arm's-length label 
essentially forecloses any scrutiny by 
MMS of the value reported by the 
lessee." One StatelIndian association 
stated that nonaffiliation does not 
guarantee.arm's-lengih: "For exampie. 
arrangements between families (via 
blood. kinship, heir, or marriage) offer 
similar conditions for influencing 
proceeds subject to royalty." 

Two State commenters, one State/ 
industry association. one Indian. and 
one Indian trade group are  of the 
opinion, a s  expressed by one 
commenter, that: "MMS's desire for a n  
'almost purely objective' test provides a 
totally inadequate justification for giving 
away the power to prevent manipulation 
of the public's royalties." These 
commenters conclude that: "The 
definition a s  proposed is not workable 
even though i t  is objective." They 
suggest that MMS's definition in the 
draft regulations presented to the RMAC 
would allow more legally accurate 
results: 

"Arm's length contract" means a 
contract or agreement that has  been 
freely arrived a t  in the open 
marketplace between independent, 
nonaffiliated parties of adverse 
economic interest not involving any  
consideration other than the sale, 
processing, and/or  transportation of 
lease products, and prudently negotiated 
under the facts and circumstances 
exisiing a t  that time. 

Some Indian and State commenters 
agreed that, as one commenter phrased 
it: "The adverse economic interest and 
open market requirements have long 
been standard criteria for determining 

One State commenter stated that "The 
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the arm's-length nature of contracts. 
These criteria have allowed for a n  
accurate line of demarcation bet:veen 
arm's-length and non-arm's-length." 

One State commenter supplied the 
following questions to be asked to test 
the arm's-length nature of a contract: 
"(1) Is there a n  individual who is a 
board member. officer, partner or 
employee of one of the contracting 
parties. and also a board member, 
officer or employee of the other? (21 
What. i f  any. other commercial 
relationships exist or are  being proposed 
between the buyer and seller? (3) Is 
there any family relationship between 
the buyer and seller? [4) Is there any 
other special relationship between the 
parties to the gas sales contract?" 

Based on the numerous commenls 
concerning the originally proposed 
definition. MMS included in the first 
draft final rule a definition which 
adopted the "control" language found in 
the BLM's regulations at  43 CF'R 3400.0-5 
(rr)(3) quoted above. In response to 
those commenters who believed that 
parties to an arm's-length contract must 
have adverse economic interests, MMS 
included in the first draft final rule 
definition a provision which required 
that. to be arm's-length. a contract must 
reflect the total consideration actually 
transferred from the buyer lo the seller 
either directly or indirectly. For 
example. i f  the parties to the contract 
agreed that the price for gas from a 
Federal or Indian lease would be 
reduced in exchange for a bonus price to 
be paid for other production from a fee 
lease. MMS would not treat that 
contract a s  arm's-length. 

Many of the comments on the first 
draft final rule again focused on the 
definition of arm's-length contract. Most 
of the industry commenters thought that 
the reference to "reflects the total 
consideration actually transferred 
directly or indirectly from the buyer to 
the seller" did not belong in the 
definition of arm's-length contract. 
Rather. they stated that i t  properly 
should be  dealt with a s  a "gross 
proceeds" issue. The States and Indians 
commented that a reference to adverse 
economic interests still w a s  necessary. 
They also thought that there must be  a 
requirement of a free and open market. 
Finally, the States and Indians thought 
that MMS should lower the control 
threshold to 10 percent and that MMS 
should have more flexibility to rebut 
presumptions of noncontrol. Many of 
these commenters also thought that the 
rules should state that the lessee has  the 
burden of demonstrating that its 
contract is arm's-length. 

The comments on the second draft 
final rule were similar to those already 

received. Many cornmenters raised 
questions about possible audit 
difficulties. The American Petroleum 
Institute supported the definition in the 
second draft final rule. 

MMS Response: The MMS adopted 
many of the changes suggested for the 
originally proposed definition. The MMS 
agrees that the "total consideration" 
issue is properly a gross proceeds matter 
that does not reflect the affiliation of the 
parties. Thus. that phrase h a s  been 
deleted from the arm's-length contract 
definition and the matter dealt with 
under the definition of "gross proceeds". 
The MMS did not adopt the concept of 
"free and open market" because that 
concept is highly subjective. However. 
MMS did include a requirement that the 
contract be arrived a t  "in the 
marketplace" in support of the concept 
that a n  arm's-length contract must be 
between nonaffiliated persons. Also, in 
furtherance of that concept. MMS 
included a provision that a n  arm's- 
length contract must be  between 
persons with opposing economic 
interests regarding that contract which 
means that the parties are  acting in their 
economic self-interest. Thus, although 
the parties may have common interests 
elsewhere. their interests must be  
opposing with respect to the contract in 
issue. In response to many comments on 
the second draft final rule, MMS has 
reduced the control threshold to 10 
percent. The MMS can rebut 
presumptions of noncontrol between 0 
and 10 percent and lessees can rebut 
presumptions of control between 10 and 
50 percent. 

Many commenters thought that 
MMS's inclusion of joint venture in the 
definition of "person" improperly 
narrowed the definition of arm's-length 
contract. These commenters have 
misconstrued MMS's intent. The 
definition of "person" includes joint 
ventures because there are  instances 
where joint ventures are  established a s  
separate entities. In those situations, i f  a 
party with a controlling interest in the 
joint venture buys production from the 
joint venture entity. that contract is non- 
arm's-length. However. MMS is aware  
that i t  also is common for companies to 
jointly contribute resources to develop a 
lease and then share the production 
proportiona!ely. In a situation where 
four totally unaffiliated companies share 
the production, if one of the companies 
buys all of the production from the other 
three, those three contracts would be 
considered arm's-length. The company's 
purchase from its affiliate, of course, 
would be  non-arm's-length. 

The MMS also has  included in the 
arm's-length dofinition a provision 
whereby if one person has  less than a 

10-percent interest in another person 
which creates a presumption of 
noncontrol, MMS can rebut that 
presumption if i t  demonstrates acttral or 
legal control, including the existence of 
interlocking directorates. For example, 
there may be situations where 
ownership of 5 percent of a very large 
corporation could give a person 
sufficient control to direct the activities 
of that corporation. Where there is 
evidence of actual control. MMS can 
rebut the presumption of noncontrol. 

commenters who believed that the 
lessee has  the burden of demonstra!ing 
that its contract is arm's-lengtii. MhlS 
has included such a provision in the 
valuation sections. See 
9 9 ~06.152(b)(1)(i) and 206.153(b)(l)[i). 
The MMS also believes that these 
sections satisfy the request that the 
rules prescribe that the lessee has  the 
burden of proving nonaffiliation since 
one of the requirements for 
demonstrating that a contract is a n  
arm's-length contract is to demonstrate 
the degree of affiliation between the 
contracting parties. 

The MMS may require a lessee to 
certify ownership in certain situations. 
Documents that controllers or financial 
accounting departments of individual 
companies file with the Securities and 
Exchange Commission concerning 
significant changes in ownership must 
be made available to MMS upon 
request. 

The final rule also provides that to be 
considered arm's-length for any  specific 
production month, a contract must meet 
the definition's requirements for that 
production month a s  well a s  when the 
contract w a s  executed. Some industry 
commenters objected to this provision 
stating that if the contract w a s  arm's- 
length when executed, it should satisfy 
MMS. 

MMS Response: When the parties to a 
contract no longer have opposing 
economic interests, the reliability of that 
contract as a n  accurate indicator of 
value becomes suspect. In such 
circumstances. MMS will not rely on a 
contract price to conclusively establish 
value. 

The MMS asked for commenfs on 
whether the term "relstives" needed 
further definition. Many useful 
comments were received. The MMS has 
decided. however, that further 
explanation of the meaning of relatives 
is better suited to guidelines which will 
be  prepared after these rules are  
adopted. 

"Audit"-One industry commenter 
expressed concern over MMS's 
interpretation of what constitutes a n  

Finally, in response to those 
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audit: "MMS's use of terms such a s  
'review,' 'examination,* rather than 
'audit.' arbitrarily eliminates the right of 
lessees to offset overpayments and 
underpayments discovered during the 
course of a n  audit." This commenter 
believes that a n  account reconciliation 
by MMS should be termed a n  audit. 

One Indian commenter did not 
disagree with the definition but thought 
that the processed information available 
to MMS is not adequate lo perform 
thorough audits. "Our view of the 
definition of audit is academic because 
the MMS will accept payment reports 
without review in the future as in the 
past. unless resources and personnel are  
provided by the Tribe to accomplish the 
task." 

One industry commenter stated that 
the review and resolutim of exceptions 
processed by MMS's automated systems 
constitutes auditing by mail. The 
industry takes exception to this 
procedrlre. 

MMS Response: The MMS has 
simplified the definition of "audit" as 
follows: "Audit means a review, 
conducted in accordance with generally 
accepted accounting and auditing 
standards. of royalty payment 
compliance activities of lessees or other 
interest holders who pay royalties. 
rents, or bonuses on Federal and Indian 
leases." 

"Compression"-One industry 
commenter suggested deleting the 
definition because the term does not 
require a n  explanation. 

MMS Response: The MMS believes 
that the definition should be retained 
because i t  clarifies a term used in the 
regulations. 

"Fieti"-One industry commenter 
suggested adding the underlined 
language to clarify that this definition is 
for royalty purposes: "Field means, for 
purposes of oil ondgos royalty. a 
geographic region *." 

MMS Response: The additional 
language proposed by the commenter is 
unnecessary because the underlying 
premise of all the definitions contained 
in 5 206.151 is that they are  for royalty 
purposes. 

"Gas"-One industry commenter 
stated that "The term should refer to 
unprocessed gas. The chemical 
definition is inappropriate in this 
context because i t  fails to distinguish 
between manufactured and raw gas.'' 

MMS Response: The MMS believes 
that the definition adequately and 
correctly defines the term "gas" in 
language which is accepted by the oil 
and gas indus!ry. 

commenter stated that the phrase 
"excliiding residue gas" should be 

"Gas Plant Products"-One industry 

deleted from this paragraph. According 
to this commenter, "Residue gas  is a 
manufactured product a s  that term has 
been used by Federal courts in the 
royalty context. See US. v. General 
Petroleum; California v. Seoton affirmed 
Colifornio v. Udoll ' *. If gas  is 
processed, or manufactured there is no 
rational basis for limiting the deduction 
of manufacturing costs against the value 
of only gas  plant products other than 
residue." An Indian Tribe supported the 
exclusion of residue gas  from the 
definition. 

One industry commenter suggested, 

should be excluded from the definition 
of 'Cas Plant Products' since some 
natural gas is high in this component. 
and there is currently a small o r  
nonexistent market for small amounts of 
nitrogen. Purchasers have traditionally 
downgraded the price for high nitrogen 
gas. and i f  producers have to bear 
additional royalty as well, they may 
elect to shut  in or plug wells due to poor 
economics." 

MMS Response: The MMS does not 
agree that the phrase "excluding residue 
gas" should be deleted from this 
paragraph. Historically. no processing 
allowance has  been allowed to be 
applied against the residue gas. and 
MMS generally has  retained this 
position in the final rule. The MMS has 
also concluded that the definition should 
not be  modified to exclude nitrogen. The 
MMS has. however, included in 
§ 2OS.l58(d] a provision for a n  
extraordinary processing allowance for 
atypical types of gas  production 
operations. 

"Gathering"-MMS received 
numerous comments from indus!ry 
concerning the phrase "or to a central 
accumulation or treatment point off the 
lease, unit, or communitized area as 
approved by BLM or MMS OCS 
operations personnel for onshore and 
OCS leases, respectively." These 
commenters stated that the phrase w a s  
unclear and that it should be  removed 
from the definition. Several industry 
commenters recommended limiting 
gathering to the lease or unit area so a 
transportation allowance may be  
obtained for all off-lease movement. 

MMS Response: The definition has  
been retained intact. The operational 
regulation of both BLM and MMS 
require that a lessee place all production 
in a marketable condition, if 
economically feasible, and that a lessee 
properly measure all Droduction in a 
manner acceptable to the authorized 
officials of those agencies. Unless 
specifically approved otherwise, the 
requirements of the regulations must be  
met prior to the production leaving the 

w e  think the word 'nitrogen' I , .  . . 
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lease. Therefore, when approval has  
been granted for the removal of 
production from a lease. unit. or 
communitized area for the purposes of 
treating the production or accumulating 
production for delivery to a purchaser 
prior to the requirements of the 
operational regulations having been met. 
MMS does not believe that any 
allowances should be granted for costs 
incurred by a lessee in these instances. 

"Gross Proceeds"-MMS received a 
large number of comments on this 
definition. 

commenter. and one State/!ndian 
association commenter supported the 
definition and  urged MMS to retain the 
entitlement concept despite pressures to 
the contrary. A State commenter stated 
that "MMS has  correctly resisted lessee 
efforts to exclude the royalty owner 
from sharing in some kinds of 
consideration. such a s  severance tax 
reimbursement and take or pay 
payments." This commenter 
recommended clarifying the first 
sentence by amending i t  as follows: 
"Gross proceeds (for royally purposes) 
means the total monies and the value of 
other consideration pgid orgiven to [an 
oil] and gas  lessee, or monies and the 
value ufother consideration IO which 
such lessee is entitled, for the 
disposition of gas." The commenter 
stated that "These additions are  
necessary because when 'consideration' 
is riot in the form of 'monies' i t  is 
necessary to determine its value." 

Many industry commenters opposed 
the definition of "gross proceeds" a s  
proposed because they believed i t  is too 
expansive and contrary to the 
provisions of the Mineral Lands Leasing 
Act and the OCS Lands Act. Instead, 
they propose the following: "Gross 
proceeds [for royalty payment purposes) 
means the consideration accrued to the 
lessee for production removed or sold 
from Federal, Indian Tribal or Indian 
allotted leases." One commenter stated 
further that "Such definition is 
unambiguous, furthering the MMS's 
desire for certainty in its regulations. 
Reimbursement for production-related 
costs and take-or-pay payments a re  
currently being litigated. If it is 
eventually determined that roynlty is 
owed on such payments such definition 
will not have to be modified. On the 
other hand, the proposed definition will 
have to be amended if industry is 
successful in its claims that royalty is 
not due on such amounts." One industry 
commenter proposed adopting the 
definition of "gross proceeds" endorsed 
by a majority of the RMAC Gas  Panel. It 
reads: "' ' ' all consideration due and 

Three Indian commenters. one State 
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payable to the lessee for the sale of gas  
and processed giis products. less any 
applicable allowances for 
transportation. processing and other 
post production expenses." 

Several of the industry commenters 
disagreed with the entitlement language 
contained in the originally proposed 
definition. Their concerns a re  
represented by the following statement 
from one of the comments: "Proceeds 
have long been defined and understood 
to mean the consideration, money or the 
monetary equivalent of other 
nonmonetary consideration acfually 
received by a lessee. The MMS' 
expansive definition of proceeds, 
including monies to which a lessee is 
entitled. makzs product valuation 
uncertain and subjective. This 
uncertainty and subjectivity arises 
because: [I) The meaning of entitlement 
is nof clearly understood, nor is i t  a 
clearly defined legal term; ( 2 )  lessees d o  
not know how either they or MMS will, 
or should, apply this standard; and (3) 
the required steps which a lessee must 
take to secure entitlements to 
consideration are  unknown. I t  will put 
MMS into the business of second 
guessing lessee's business transactions. 
To minimize this second guessing 
problem of uncertainty we recommend 
the concept of entitlement be eliminated 
from further consideration." One 
industry commenter was  concerned that 
"a lessee would be required to pay 
royalties on monies to which i t  is 
entitled. not on what is received or on 
what is settled for a s  a matter of 
compromise." In order to add more 
certainty to the concept of 
"entitlement." one commenter suggested 
"a simple statement to the effect that 
MMS expects to be  indemnified against 
the negative consequences of a lessee 
sleeping on its clear cut unsontested 
contract rights should suffice." 

Many industry commenters had the 
opinion. a s  one commenter phrased it. 
that "Federal statutes. regulations, and 
leases d o  not require lessees to pay 
royalty on reimbursements received for 
post-production services.'' Several 
commenters believed that "the claim for 
royalty on production-related cost 
reimbursements received by a lessee 
pursuant to the FERC's Order No. 94 
series is particularly inappropriate." 
One commenter stated that "a demand 
for royalties on Order No. 94 violates 
the royalty clause of the MLA. the 
OCSLA. a s  well a s  MMS's own 
regulations implementing these statutes, 
for a t  least two reasons. First, these 
reimbursements d o  not result from the 
production of gas but from services 
performed by the producer subsequent 

to production. Second, such 
reimbursements are  not consideration 
for production that is sold or removed 
and are  thus outside the scope of the 
royalty clause. Consequently, the MMS' 
proposal to include production-related 
cost reimbursements in the definition of 
gross proceeds is simply wrong." 
Another industry cornmenter "strongly 
asserts the producer's right to deduct all 
post-production costs involved in 
marketing gas. Further tax 
reimbursements should be  exempt from 
royalty." Finally, one industry 
commenter stated that "ali post- 
production costs should be  shared by 
lessor and lessee because such costs 
enhance the value of the production for 
the benefit of both lessor and lessee." 

Many industry and a few individual 
commenters responded to the inclusion 
of take-or-pay payments in the 
definition of "gross proceeds." The 
consensus among these commenters is 
that MMS has no lawful reason or 
authorization to collect royalties on 
take-or-pay payments. One  commenter 
stated that "the typical take-or-pay 
clause in a contract between the lessee 
and the gas  purchaser requires the 
purchaser to pay for the specified 
minimum quantity of gas for each 
contract year. Whenever the gas  
purchaser takes less than the contract 
minimum for a particular year, the 
purchaser is required to make a take-or- 
pay payment to the lessee. The purpose 
of take-or-pay payments is to guarantee 
the lessee a steady cash-flow, regardless 
of the level of actual production, to meet 
its operation and maintenance costs. 
The payments are  not for production: 
indeed, they a re  made in lieu of taking 
production. Consequently, to the extent 
the lessee receives take-or-pay 
payments there is no gas  production or 
sale because the gas  remains in the 
ground." 

recommended the increased use of "in- 
kind" royalty clauses to resolve good 
faith royalty disputes. One industry 
commenter stated "indeed, the 'in-kind' 
standard should be  considered a s  the 
measure of product 'value,' where a 
producer and the MMS. or a State 
auditor under a delegation of authority, 
disagree over whether a contract is 
'arm's-length,' or over contract 
'entitlements,' the gas should be  taken 
'in-kind.' by volume at the wellhead. 
This means that the royalty owner must 
assume all subsequent costs or 
marketing the gas." 

MMS Response: In the draft final rule. 
MMS included a definition which w a s  
only slightly different than the proposal. 
In the second draft final rule, MMS 

Several industry comrnenters 

again made a slight modification. 
discussed below. which has  been 
retained in the final rule. The MMS 
retained the intent of the proposed 
language because gross proceeds to 
which a lessee is "entitled" means those 
prices and/or  benefits to which i t  is 
legally entitled under the terms of the 
contract. If a lessee fails to take proper 
or timely action to receive prices or 
benefits to which i t  i s  entitled under the 
contract, it must pay royalty a t  a value 
based upon that legally obtainable price 
or benefit, unless the contract is 
amended or revised. As is discussed 
more fully below, gross proceeds under 
arm's-lenath contracts are  a principal 
determinant of value. The MMS cannot 
adopt that standard and then not require 
lessees to pay royalties in accordance 
with the express terms of those 
contracts. It is MMS's intent that the 
definition be expansive to include all 
consideration flowing from the buyer to 
the seller for the gas. whether that 
consideration is in the form of money or 
any other form of value. Lessees cannot 
avoid their royalty obligations by 
keeping a part of their agreement 
outside the four corners of the contract. 
Moreover, a s  noted earlier, many 
commenfers stated that the "total 
consideration" concept properly 
belonged a s  part of gross proceeds, not 
in the defini!ion of arm's-lenght contract. 
Therefore, MMS has purposefully 
drafted the gross proceeds definition to 
be expansive and thus include all types 
of consideration flowing from the buyer 
to the seller. Toward that end. MMS has 
reklaced the word "paid" used in the 
f i m  draft final rule with the term 
*'pcI:ruing." There may be  certain types 
of ronsiderations which are  not actually 
paid by the buyer to the seller, but from 
which the seller benefits. The term 
"accruing" ensures that all such 
consideration is considered gross 
proceeds. 

Costs of production and post- 
production costs are  lease obligations 
which the lessee must perform a t  no cost 
to the Federal Government or Indian 
owner. The services listed in the 
definition are  all benefits that a lessee 
may receive under the terms of the 
contract and are  considered part of the 
value, for royalty purposes, for the 
production removed or sold from the 
lease. 

It is MMS's position that take-or-pay 
payments a re  part of the gross proceeds 
accruing to a lessee upon which royalty 
is due. 

The MMS retains the exclusive right 
to determine when i t  - d l  accept "in- 
kind" production in fulfillment of a 
lessee's royalty obligation. Although 
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MMS received miiny comments 
supporting a gas royalty-in-kind 
program. MMS received a n  equal 
number identifying significant probitac 
with such a program. The MMS dcz: 1 1 :  

anticipate adopiing a gas royalty-in-kind 
program at  this time. 

"Lea se"-One Indian comment er 
stated the following: "Inclusion of any 
contiact profit-sharing arrangement. 
joint venture or other agreement in the 
term 'lease' a s  opposed to a more 
standardized BIA form lease may cause 
confusion. Most joint ventures and 
profit-sharing arrangements contain 
explicit provisions on payment of 
expenses and division of revenues." 

MMS Response: This definition must 
be broad enough to cover any agreement 
that may be issued or approved by the 
United States for either Federal or 
Indian lands. 

"Lease product s"-On e industry 
commenter stated: "Lease products 
definition should be deleted a s  i t  
eliminates the important and necessary 
distinction between raw gas artd 
manufactured products. Use of the 
phrase 'gas' and 'gas plant products' is 
preferable a s  i t  serves to make this 
distinction." 

MMS Response: The MMS believes 
that this definition is appropriate and 
correct and does not eliminate any 
distinction between raw gas and 
manufactured products. The definition 
of the terms "gas" and "gas plant 
prohcts"  will be retained in the 
defi3itions paragraph. 

"Lessze"-Several industry 
representatives and trade groups 
commented that the originally proposed 
definition of "lessee" was too broad. 
One commenler stated that "As drafted. 
i t  would include any person who pays 
royalties. notwithstanding the fact that 
such payors may have no contractual 
obligation to the lessor to make royalty 
payments. Thus, under the proposed 
definition, the voluntary royalty remitter 
would become subject to all of the 
royalty valuation obligations imposed 
on lessees and would, consequently, 
become directly liable for any 
infractions of the application reporting 
and payment regulations. a result which 
is not sanctioned by existing statutory 
law." To be  consistent with that law. 
industry suggests that MMS substitute 
lor its definition of "lessee" thd one 
which is contained in section 3(7) of the 
Federal Oil and Gas  Royalty 
Management Act (FOGRMA), 30 U.S.C. 
1702(7): 

"Lessee" means any  person to whom the 
United States. an Indian Tribe. or an Indian 
allottee. issues a lease. or any person who 
hiis been assigned a n  obligiition to make 

royalty or other payments required by the 
lease. 

Most of these commenters favored 
this definition because "the statutory 
definition includes persons who have 
bt?en issued a lease or who have been 
ussigned a n  obligation to make royalty 
or other payments required by the lease. 
The gas proposal would wrongfully 
expand the definition to include any 
person who has  ossunied a n  obligation 
to make such payments." 

recummended adding the phrase ":or 
royalty paymefit purposes'' directly after 
the word "Lessee" for the purpose of 
clarity. "We do not believe i t  is the 
intent of Congress that a lessee be able 
to divest himself of all lease obligations 
by someone else merely assuming 
royalty responsibility." 

with the comments regarding 
consistency with the definition found in 
FOGRMA aad. therefore. has replaced 
the word "assunied" with :he word 
"assigncd." I t  should be  specifically 
noted that the term "asoigned." a s  used 
in this Part. is restricted to the 
assignment of a n  obligatiin to make 
royalt:, or other payments required by 
the iease. I t  is in no way related to lease 
"assigr:ments" approved through the 
MMS. BLM or BIA. I t  is MMS's intent 
that operators and others who pay 
royalties follow these regulations in 
determining the royalties due. The 
lessee of record is ultimately 
responsible i f  thu opertitor or other 
payor does not properly pay the 
royalties due the lessor. 

"Like-quality lease products"-Some 
Indian commenters recommended 
deleting any reference to legal 
characteristics from this definition. They 
believed that by using legal 
characteristics of gas in defining like- 
quality gas many elements would be  
used to differentiate gas  in such a 
manner as to lower gas  values. They 
were ccncerned that gas sold in 
intrastate commerce would not be 
considered hs being like-quality to gas  
sold in interstate commerce. They 
believed that such distinction would be  
contrary to court rulings. Further, the 
Indian commenters believed that gas  
should be considered only on its 
chemical and physical characteristics. 
'The Indians commented that inclusion 
of the term could lead to the possibility 
that State regulations could influence 
the value of gns produced on Indian 
leases. 

MMS Response: The MMS believes 
that legal characteristics cf gas  must be 
considered in determining like-quality 
production. However, the legal 

One industry commenter 

MMS Response: The MMS agrees 

characteristics of gas  intended to lie 
considered under this definition are 
iimited to categcries under NGPA and 
the price regulated or deregulated status 
of the gas. The MMS does not believe 
that mixing NGPA categories of gas or 
comparing regulated to deregulated gas 
is reasonable when defining like-quality 
gas for royalty purposes. Without such 
distinction. gas that IS  price regulated at  
levels below $1.00 per MMBtu might be 
used to demonstrate the acceptability of 
a price for gas  that should be compared 
to gas  se!!ing for prices in excess of 
52.00 per MMBtu under market-sensitive 
contract provisions free from Federal 
price controls. Similar problems could 
result by mixing price r e p l a t e d  gas  with 
price deregulated gas. e v i n  though the 
gas qualifies under the same provisions 
of NGPA. For example, between January 
1. 1985. and July 1. 1987, all wells 
qualifying under NGPA Section 103 
qualified under section 103(c). However. 
there were two differer! maximum 
lawful price ceilings prescribed by this 
section and a provision that deregiilated 
certain section 103 gas. Regarding the 
distinction between intrastate and 
interstate sales, i t  has  not been MMS's 
practice, nor is i t  intended to be under 
these final regulations. to incorporate 
the market chosen by a lessee in the 
definition of like-quality gas  (unless 
adopted a s  a requirement by NGPA in 
defining categories). 

industry commenter suggested changing 
the definition to "Marketable Condition 
means condition acceptcble to the 
purchaser under its sales contract." 

One industry commenter suggested 
adding the words "and/or transporfer" 
after the word "purchaser" in the 
definition. 

3 n e  industry commenter stated that 
phrases such a s  "sufficiently free from 
impurities" and "a coritract typical for 
the field or area" are  subjective and 
ambiguous. The commenter stated that 
"All references to 'marketable condition' 
should be dropped in the final 
regulations. Instead, the regulations 
should reflect the distinction between 
production and post-production costs 
and clearly allow the lessee with an 
arm's-length contract to deduct post- 
production costs." 

Several industry commenters 
expressed the view that the lessor 
should share propor5onately in all post- 
produc!icjn costs including those costs 
incident to placing production in a 
marketable condition. 

One commenter expressed the view 
that the regulations must define 
"production costs" and "post-production 
cosls." The commenter disagrees with 

"Marketable Conditicn"-One 
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MMS's position that these costs a re  
costs associated with the obligation of 
the lessee to place production in a 
marketable condition, especially when 
costs are  incurred downstream or off- 
lease. The commenter suggested that 
MMS should reconsider its position and 
allGw deductions for nonproduction- 
related or post-production costs. 

Another commenter believes that the 
costs of dehydration, separation, 
compression, and storage performed at  a 
plant and incurred subsequent to the 
sales point should be deemed to have 
occurred for gas  processing and not a s  a 
cost necessary to place the gas  in 
marketable condition. This commenter 
also stated that a reasonable amount of 
gas. residue or unprocessed. should be 
allowed for fiiel. 

One industry commenter stated that 
"The proposed definition of 'marketable 
condition' is problematic because i t  
seems to set up a normative standard 
for the condition of a product when, in 
fact, products may be sold profitably in 
a variety of conditions. W e  do not 
bclieve the lessce should be  required to 
meet a specific set of processing criteria 
in all circumstances. The lessee, for its 
own profit and for that of its lessor, 
must be able to evaluate potential 
benefits and costs under each 
circumstance without being bouni: by 
what the lessor may consider 'typical' 
for the field or area. Furthermore, 
regarding the term 'typical', what w a s  
typical 20 years ago almost certainly i s  
not typical now; yet there is no 
reference in this definition to the need 
for contracts to be  fairly 
contemporaneous in order to be  
comparable. The definition set forth in 
the report of RMAC's Gas Working 
Panel is far preferable to the proposed 
rule." 

MMS Response: The MMS believes 
that the definition is clear, concise, and 
equitable. The definition is not subject 
to manipulation, a s  one commenter 
ststed. Furthermore, the suggestion that 
a uniform standard be developed for 
what is "marketable" is unrealistic 
because the gas  marketplace is dynamic. 
The definition, as written, allows MMS 
the latitude to apply the concept of 
"marketable" in a fair and correct 
manner, rvJw and in future gas  markets. 
Also, MMS adheres to its long standing 
policy that costs incurred to place 
production in a marketable condition 
are  to be  borne solely by the lessee. 
Therefore, the MMS has not r.,ade any 
changes to the proposed definition. 

"Marketing affilizte"-The MMS 
received several comments that sales to 
marketing affiliates who then resell the 
gas to third persons r.hould not be 
treated under the rules a s  non-arm's- 

length sales. The MMS has  addressed 
this issue in the valuation rules. 
discussed below, and is including a 
definition of marketing affiliate a s  a n  
affiliate of the lessee whose function is 
to acquire only the lessee's production 
and to market that production. Some 
industry commenters stated that the 
term "on!y" should be  deleted to include 
affiliates that purchase gas  from other 
sources including other sellers in the 
same field. 

the term "only". I f  the affiliate of the 
lessee also purchases gas from other 
sources, then that affiliate presumably 
will have comparable arm's-length 
contracts with the other parties which 
should demonstrate the acceptability of 
the gross proceeds accruing to the lessee 
from its affiliate. Also. deleting the term 
"only" from the definition may require 
the lessee to track the production to a 
sales point much farther downstream 
than the point a t  which i t  can be  val*Aed 
based upon the comparable ann's-length 
contracts of its affiliate. 

"Net-back Method"-One industry 
commenter recommended deleting the 
second sentence of the definition 
because the procedure for performing a 
net-back calculatioii cannot be  
adequately explained in one sentence. 
Another industry commenter believed 
that the reference to net-back method 
needs clarification. A net-back is simply 
a means for reconstructing the value of 
gas  to the well and has  nothing to d o  
with valuing the disposition of the gas a t  
a point remote from the well. 
Consequently, a net-back procedure can 
be employed simultaneously with 
another valuation criterion to arrive a t  
the value at  the well." 

One industry commenter stated the 
following about the definition: " I t  is 
vague because there is no explanation of 
what 'working back' means: i t  is overly 
broad because the first 'use' of virtually 
all gas is downstream from the leasp. In 
addition, exclusive reliance on COSLS, 
however 'costs' a re  determined, mny 
well understate the value added to 
production by downstream value- 
enhancement activities." 

definition is internally inconsistent 
because it declares the 'net-Lack 
method' to be a method for valuing 
'unprocessed gas' which is first sold 
downstream of, among other things, 
'processing plants.' One of these 
references must be  deleted to preserve 
consistency. The concept is vague 
because no standard is provided for 
determining what is meant by the 
phrase 'first alternative point which can 
be used for value determination.' " 

MMS Response: The MMS is retaining 

One State commenter stated that "the 

MMS Response: Upon review, MMS 
determined the: the proposed definition 
of net-back w a s  too broad-it applied to 
any situation where lease production is 
soid at  a point remote from the lease. 
The MMS's intent is that a net-back 
method be used for valuation primarily 
where the form of the lease product has  
changed, and i t  is necessary to start 
with the sales prices of the changed 
product and deduct transportation and 
processing costs. An example would be 
where gas production from a Federal 
lease is used on lease to generate 
electricity which is then sold. If the 
value of the gas  cannot be determined 
through hpplication of the first three 
benchmarks in the regulations (see 
5 Zb6.15z(c]). then a net-back method 
would involve beginning with the sale 
price of the electricity and  deducting the 
costs of generation and transportation, 
thus working back to a value at  the 
lease. In the draft final rule, MMS used 
the phrase "ultimate proceeds" to try 
and refer to the downstream product. 
Many commenters thought the term 
would result in MMS doing a net-back 
from the farthest downstream product, 
even to the point of "Stainmaster 
Carpet" or "model airplanes." This w a s  
not MMS's intent. Therefore, the term 
"ultimate" was  deleted and  a reference 
included to starting the net-back at the 
first point a t  which reasonable values 
for any product may be  determined by a 
sale pursuant to a n  arm's-length 
ccntract or by comparison to other sales 
of such products. Thus, if there are  five 
different stages of chemical or fiber 
products between raw gas production 
and  "Stainmaster Carpet." if the value 
of the second product can be determined 
through comparisons with sales of other 
such products in the same markct. MMS 
would begin the net-back from that 
product, not from the carpet. 

"Net Output"--One industry 
commenter recommends "substituting 
the phrase 'actually extracts' for 
'produces'. Net output of a plant is that 
which is actually extracted. not 
theoretically extractable." Another 
industry commenter suggested that the 
language be  amended to clarify the t gas 
produced at  a plant but determined to 
have been unavoidably lost be excluded 
from the term. 

MATS Response: The MMS disagrees 
with the commenter's recommended 
addition. The phrase "actually extracts" 
could be  interpreted a s  meaning 
something different than "is produced." 
The MMS also disagrees that the term 
should be amended to exclude volumes 
determined to have been unavoidably 
lost, I t  has long been a n  established 
practice the t incidental losses occurring 
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from the plant be excluded from royalty 
computations. Also, i f  the gas  produced 
from the plant is determined by BLM or 
MMS. a s  appropriate. to have been 
unavoidably lost, the regulations when 
taken as a whole would exclude such 
volumes. 

"Person"-One industry commenter 
recommended replacing the word "firm" 
with "company" in the interest of 
clarity. 

Several industry commenters 
expressed the opinion that if the 
definition is not altered "then inclusion 
of joint venture in the definition of 
person could be extended to oil and gas  
joint venture operations and further 
narrow the definition of a n  arm's-length 
transaction by clouding the issues of 
control and affiliation. The sale of 
hydrocarbons produced through joint 
venture operations should not be 
presumed lo be other than arm's-length 
because the individual parties and not 
the 'joint venture' are  responsible. for 
making their own sales of their share of 
the production." One industry 
commenter stated that the solution to 
the problem is to delete the term "joint 
venture" from the definition. Another 
industry commenter proposed the 
following definition: "Person means any 
individual, firm, corporation, 
association. partnership, consortium, or 
joint venture. For purposes of this 
definition. association, partnership, 
consortium or joint venture shall not 
include any relationship or arrangement 
resulting from persons entering into any 
joint operating agreement, production 
sharing agreement. farm-out or farm-in 
agreement, or any similar agreement or 
conlracls generally found in the oil and 
gas  industry for the cooperative 
exploration of mineral resources." 
Another industry commenter 
recommended adding the phrase "when 
established a s  a separate entity" after 
the term joint venture. 

adopted the addition of the suggested 
phrase concerning joint ventures in the 
final definition. The MMS agrees that 
two unaffiliated parties jointly 
developing and producing a lease should 
not be  viewed a s  one entity unless those 
parties have formally established a 
separate entity that involves them both. 

"Posted Price"-One industry 
commenter stated that the word 
"posted" is a n  outdated term which 
should be deleted and that the following 
underlined language should be added to 
the definition. "Posted price means the 
price in the field, net of ail icductions, 
a s  specified in a pubiicly 
available ' price bulletin orprice 
notices available as par t  of norniai 
business operations to a n  operator 

MMS Response: The MMS has  

desiring to d o  business with specific 
purchasers, that a buyer is willing to 
pay for quantities of unprocessed gas, 
residue gas, or gas plant products of 
marketable condition *." The 
commenter also stated that, "if gas price 
bulletins become generally circulated, i t  
may be that some buyers may not 
publish a price bulletin a s  that term is 
normally used in the industry, but will 
provide and make available price 
quotations or notices to any operator 
(seller] desiring to d o  business with the 
buyer." 

MMS Response: The MMS has 
revised the definition in the final rule. 
For clarification purposes, the word 
"condition" replaces the word "quality" 
which follows the word "marketable" in 
the first sentence. The phrase "net of all 
deductions" has  been modified to read 
"net of all adjustments." As used in this 
definition. the term "adjustments" refers 
to deductions from the price of gas  or 
gas plant products for quality 
adjustments. Adjustments for location 
elso may be  taken into account where 
appropriate. 

"Processing"-Two industry 
commenters recommended "that a 
clarifying statement be included to 
recognize that a plant may be  located on 
the lessee's Federal/Indian lease. If a 
gas  plant is located on a lease, then any 
of the 'field processes', a s  set out in the 
definition may well be a n  integral part 
of the plant process and consequently 
must be  considered elements of 
processing." One industry commenter 
suggested that the following sentence be  
inserted between the proposed second 
and third sentences: "However, these 
processes will be  considered a s  
processing if they a re  included a s  a n  
inherent part of the process to separate 
the produced gas into gas  plant products 
and residue gas." Two industry 
commenters recommended "The 
addition of the word 'fractionation' a t  
the end of the first sentence. 
Fractionation is a plant process and a n  
allowance should be granted a s  is 
currently allowed by MMS." 

that some confusion may arise when 
comparing proposed 5 206:151(bb) to 
proposed 5 206.158(d). "Once the gas  
reaches the gas plant i t  would be  
arguahlc that any process associated 
with treating the gas, such as 
dehydration or mechanical separation. 
is generating a gas plant product that 
would be  eligible for a processing cost 
deduction." 

One industry commenter suggested 
changing the definition of "processing" 
to: I' 'Manufactoring:'The 
transformation of a raw gas stream into 
one or more saleable products by 

One Federal agency commenter stated 

processes other than dehydration, 
standard field conditioning and 
separation techniques. Manufacturing 
includes gas processing. sweetening, 
purification, desulfurization, gas 
separation, adsorption, absorption, 
liquefaction and other extraction 
techniques. Furthermore, gas proTessing 
should be defined as: Gas  Processing: 
The manufacturing technique whereby 
wet gas is treated to remove natural gas 
liquids such that the natural gas  liquids 
and dry residue gas  are  separately 
marketable." This commenter thinks 
that "manufacturing also includes the 
physical operation attendant to the 
specific manufacturing process such a s  
the dehydration and compression steps 
which occur within a gas  plant. The 
MMS has  instead attempted to limit its 
attention to 'gas processing' and thus 
provides a n  alloviance only to such 
operations. The position of the AIMS is 
based upon a clear misapplication of the 
Udal1 case, namely, that all operations 
for placing gas in marketable condition, 
including manufacturing operations, are  
not deductible. Compounding its error, 
the MMS ignores the General Petroleum 
holding, not affected by Udall, that 
residue gas is a manufactured product, 
and so proposes that no manufacturing 
cost be deducted against the residue 
gas.'' 

One State commenter stated that tbe 
definition of "processing" i s  very vague. 
According to this commenter, the 
distinction between "field processing" 
and other "processing" is not clearly 
drawn. The commenter asserted that 
"The ambiguity of the definition of 
'processing' would not be so troubling 
except for the fact that i t  seems to 
control the meaning of the term 
'unprocessed gas,' which is not defined 
in the proposed regulations despite its 
critical importance. One would think 
that regulations aimed at providing 
certainty would present clear guidelines 
for identifying the 'processing' costs in 
which the royalty cwner  must share." 

considered the comments carefully but 
disagrees that the proposed definition is  
confusing and  vague. Therefore, it will 
be  retained unchanged in the final rule. 

"Residue Gas"-One industry 
commenter suggested that "Residue gas 
may also include ethane." Another 
industry commenter recommends 
deleting this definition but states: 
"Nevertheless, i f  this definition is 
maintained residue gas should be 
restricted to residue gas  resulting from 
processing sweet gas  conraining 
hydrocarbons." 

adopted the suggestions made by the 

MMS Response: The MMS has  

MMS Response: The MMS has not 
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commenters and the definition remains 
unchanged. The  definition recognizes 
that residue gas may include ethane. 

"Spot Sales"-One industry 
commenter suggested deleting all 
!anguage in the proposed definition that 
follows the word "duration." According 
to this commenter, "The additional 
language is not nccessary to define a 
spot sales agreement a s  i t  defines what 
is nof required, versus what is required." 

One industry commen!er suggested 
deleting the clause ' I '  which does 
not require a cancellution notice to 
terminate ' ' *"  "Many spot sales 
agreements require ten (10). thirty (30), 
or sixty (60) days notices of 
cancellation '. The MMS purpose 
of including only those contracts which 
d o  not imply a n  intent to continue in 
subsequent periods is adequately served 
by the balance of the definition." 

Three industry/trade group 
commenters recommended that this 
paragraph should be retitled a s  "'spot/ 
direct sales agreements' and a definition 
for direct sales be added a s  follows: A 
direct sale [which generally does not 
contain a reserve dedication) is a similar 
agreement but is usually made with a n  
end user or local distribution company 
ana' con be  a short or long tern1 
contract. '' 

recommended adding the following 
sentence to the definition: "A spot or 
direct sale which meets all of the criteria 
of an arm's-length contract a s  defined in 
9 206.151(d] of these regulations shall be 
treated a s  an arm's-length contract 
according to these regulations." The 
commenter believes that the proposed 
definition must clearly state that a spot 
sales agreement will be treated a s  
arm's-length i f  i t  meets all the 
requirements of a n  arm's-length 
agreement. 

MMS has inserted the word "normally" 
immediately preceding the phrase 
"require a cancellation notice to 
terminate." The MMS also agrees that 
there are  spot sales which constitute 
arm's-length contracts. I lowever, to be  
considered a s  a comparable arm's- 
length contract in the valuation of gas 
which is not sold pursuant to a n  arm's- 
length contract, these contracts also 
must meet other standards. See. for 
example, 9 ~ 0 6 . 1 5 ~ ( ~ ] ( 1 ] .  

"Take-or-pay payment"-Several 
industry comments were received on 
this definition and all recornmended its 
deletion. The comments are  reflected by 
the following statement of one of the 
commenters: "While the definition 
proposed is technically correct, it should 
be deleted from the proposed rule 
because. a s  stated in the discussion of 

One industry commenter 

MMS Response: In the final rule, 

0 206.151(m) above, take-or-pay 
payments a re  not consideration for the 
sale of production." 

decided that the definition of take-or- 
pay payment is unnecessary. Take-or- 
pay payments have a generally 
understood meaning in the industry and 
may take different forms. MMS has 
decided to remove any definition from 
the final rules since a regulatory 
definition may not correspond with all 
types of payments which fall within the 
concept of take-or-pay payments which 
should be royalty bearing. The MMS 
already addressed above the issue of 
whether take-or-pay payments should 
he included in gross proceeds. 

"Warranty Contract"-One industry 
commenter stated that "the exclusion of 
warranty contracts from the valuation of 
gross proceeds under a n  arm's-le:igth 
contract is intended to exclude those 
low-value warranty contracts that were 
entered into prior to the mid 1970's. 
However, the proposed definition is so 
broad that it will encompass future 
negotiated selling arrangements." To  
clearly express the MMS's intent, the 
commenter "proposes that the definitioii 
be restricted to those contracts entered 
into before a specific date." 

modified the definition to refer only to 
long-term contracts entered into prior to 
1970. This also includes contracts 
entered into prior to 1970 that may have 
been amended either before or after 
1970. 

Proposed New Definitions 
Comrnenters have proposed adding 

the following definitions to the list of 
existing definitions: natural gas  liquids: 
post-production costs; production: 
production costs; royalty: and 
unavoidably lost gas. 

MMS Response: The MMS has 
decided not to include any of the 
suggested additional definitions. The 
terms either have a recognized meaning 
(such a s  "royalty"] or a re  not used in the 
regulations (such as "post-production 
costs"]. 
Section 206.152 Valuation standards- 
unprocessed gas. 
Section 206.152(a]. 

Paragraph (a)( l ]  provides that the 
provisions of 8 206.152 apply only to gas 
that is sold or otherwise disposed of by 
the Iessee pursuant to a n  arm's-length 
contract prior to processing. The section 
expressly does not apply to contracts 
where the lessee reserves the right io  
process the gas  or to percent-of- 
proceeds contracts. Several industry 
commenters stated that the proposal to 

MMS Response: The MMS has  

MMS Response: The MMS h'as 

exclude percent-of-proceeds contracts 
from this section is unreasonable and 
unfair to the lessee. They stated that the 
percentage of proceeds mechanism is a 
means of arriving at  the wellhead value 
and is not a sale of processed gas. The 
commenters also stated that the 
requirement to submit allowances forms 
to MMS in these cases would be  
burdensome and, with the provision for 
exceeding the processing allowance 
limitations, such treatment is 
unnecessary. All industry commenters 
recommended classifying percent-of- 
proceeds contracts under unprocessed 
gas. 

believes that the percentage-of-proceeds 
contracts should be treated a s  processed 
gas a s  proposed. Without such 
treatment, lessees wouId be free to 
avoid many requirements and 
limitations of the valuation regulations 
simply by the manner in which they 
structure their contracts. In many cases 
the lessee will agree to a n y  terms 
dictated b y  the processing plant owner 
to be able to realize revenue from the oil 
production from its wells. Under some 
cases MMS is familiar with, lessees 
have agreed to provide fuel to run 
compressors off the lease without 
compensation and lessees have given all 
or a substantial portion of any 
condensate recovered between the point 
of title transfer and the inlet of the plant 
to the plant operator without 
compensation. Further, in some cases, 
the lessee may allow itself to be  paid 
based upon prices received by the plant 
operator under a non-arm's-length 
contract without the lessee being able to 
ensure that those prices reflect market 
value. Finally, MMS does not believe 
that any percentage-of-proceeds 
contracts, even being arm's-length 
contracts, would be a n  acceptable 
benchmark for determining values under 
non-arm's-length percentage-of-proceeds 
contracts. However, the final rule 
includes provisions for an exception 
from processing allowance limitations 
(see 8 208.158(~](3]], which should 
address many of the commenters' 
concerns). 

An Indian commenter stated that this 
section i s  inconsistent with the ruling in 
Jicari/la Apache Tribe v. Supron, which 
held that under the terms of the Indian 
leases in dispute, wet gas  had to be  
valued a s  the higher of the value at  the 
lease or as the value of all products a t  
the tailgate of the plant, less 
transportation and processing costs. 

regulations recognize the primacy of 
statutes, !reaties, and oil and gas  leases, 
thus providing a means for determining 

MMS Response: The MMS still 

MMS Response: The MMS's 
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special valuation requirements not only 
for Indian leases. but also for Federal 
leases. Many Indian leases have 
provisions that require dual accounting 
for processed Indian gas  production. 
Section 206.152(a)(2). 

proposed rule authorizes alterations in 
dealings between the Indian lessor and 
the industry lessee. The commenter 
further stated that this provision will 
result in royalties which are  adjusted for 
transportation costs not contemplated 
by either party to the lease. The 
commenter recornmended that all 
references to transportation allowances 
be deleted and that value be  defined. for 
royalty purposes, to be  the fair-market 
value of the gas a t  the lease in 
marketable condition. 

One industry commenter objected to 
the concept of determining royalty on 
the value of gas and the associated 
products after completion of the 
manufacturing or processing phase. The 
commenter recommended that royalty 
be due only on the market value of the 
product a s  i t  is produced at  the 
wellhead. 

Industry commenters recommended 
that the phrase "less applicable 
transportation" should be expanded to 
include ether cost allowances such a s  
production costs. 

M M S  Response: The MMS has 
modified the final rule to refer to 
"applicable allowances". In response to 
the comments. transportation 
allowances generally are appropriate for 
most Indian leases. The regulation refers 
to "applicable" allowances and does not 
imply that any and all transportation 
costs can be deducted. If transportation 
allowances are  not appropriate, ihe 
word "applicable" restricts application 
only to those leases where they can be 

One Indian commenter stated that this 

applied. 
The MMS is including in the final rule 

a new paragraph (a)(3) which states that 
for any Indian leases which provide that 
the Secretary may consider the highest 
price paid or offered for a major portion 
(major portion) in determining value, 
MMS will, where data  are  available and 
where i t  is practicable, compare the 
value determined in accordance with 
the prescribed standards with the major 
portion. The rule provides that the 
royalty value. for royalty purposes, will 
be  the higher of those two values. The 
draft final rule included a provision that 
if MMS determines that the major 
portion results in a n  unreasonably high 
value, then i t  will not be  used for royalty 
purposes. Many Indian commenters 
thought that. for their leases which 
include a specific reference to the major 
portion. value should establish a 

minimum value, and a major portion 
value in most cases will be reasonable 
because a t  least hrilf the gas is sold at  or 
above that price. The MMS agrees and 
has  made the change to the final rule. 

Many Indian commenters raised 
concerns about the qualifications 
included in this paragraph. These 
commenlers must recognize that i f  data 
are  not available, i t  is impossible to do a 
major portion analysis. 

paragraph (a)(3) a description of how 
the major portion is computed. I t  will be 
determined using like quality gas. which 
includes legal characteristics (generally, 
the specific NGPA category). Only gas 
sales under arm's-length contracts will 
be  used because non-arm's-length 
contracts may not reflect market value. 
The production will be arrayed from 
highest price to lowest price [at the 
bottom). The major portion is that price 
at which 50 percent (by volume) plus 
one mcf of the gas  [starting from the 
bottom up) is sold. An industry 
commenter recornmended deletion of 
the reference to "area". However, 
because only arm's-length contracts a re  
used in the analysis, the field may not 
yield a sufficiently reasonable sample in 
all cases. Generally, it will not be  
necessary to look beyond the field. 

The MMS believes that for these 
Indian leases. by comparing the major 
portion to values determined using 
arm's-length-conlract prices or the 
benchmarks for non-arm's-length- 
contracts. and using the higher of the 
two. the Indians will be  receiving 
royalties in accordance with their 
contract with the lessee. 
Section .?06.15.?(b). 

Several industry commenters stated 
that they supported the concept of 
relying on gross proceeds in a n  arm's- 
length transaction a s  the principal 
determinant of value. Some industry 
commenters also endorsed the overall 
approach to valuatior? determination 
procedures and eliminating the 
requirement that a lessee obtain 
preapproval. Industry commenters 
supported the acceptance of the gross 
proceeds received by their marketing 
affiliates under arm's-length contracts 
a s  value rather than treating the initial 
transfer to the marketing affiliate a s  a 
non-arm's-length transaction subject to 
valuation under the benchmark system. 
Industry also suggested that the 
regulations be amended to provide that, 
when the marketing affiliate sells 
commingled production from many 
leases to many parties and the sales 
contracts d o  not specify the source of 
the gas. the value of the gas  sold from 
all contributing leases be defined as the 

The MMS is also including ir? 

weighted average price at  which the 
production w a s  sold. 

MMS Response: The MMS agrees 
with the commenter that the value of gas 
sold in the manner described by the 
commenter is properly defined by the 
weighted average price a t  which the 
commingled stream w a s  sold, but 
believes that guidelines to be prepared 
for inclusion in the MMS oil and Gas  
Payor Handbook would be the proper 
place to specifically address the issue. 

One Indian commenter recommended 
that a definition of gas  value, for royally 
purposes, be based on the highest price 
paid or offered for similar gas  in the 
same field or area, and requested MMS 
to adopt the following approach: 

Section 206.102 (sic) Valuation 
Standards. 

[a)  Remains the same. 
(b) The value of gas  which is sold 

pursuant to a contract shall be  the gross 
proceeds accruing. or which could 
accrue, to the lessee, provided that such 
proceeds d o  not fall more than 10 
percent below the greater of the highest 
price paid or posted for similar gas  in 
the same field or area. If such proceeds 
fall more than 10 percent below such 
prices, the value of gas  in that case shall 
be 10 percent below the greater of the 
highest price paid or posted for similar 
gas in the same field or area. 

A State commenter stated that the 
proposed regulations would allow 
substantial manipulation and 
undervaluation of the royalty amount 
because i t  is unacceptable to allow 
lessees to use contract prices as the 
royalty value without adequate 
safeguards to assure a fair valuation. 
They recommended a t  a minimum, only 
prices under "genuine" arm's-length 
contracts should be acceptable for 
royalty purposes and urged MMS to a t  
least impose a floor value, such as 80 
percent of the value of production a s  
determined under the "value" criteria 
applicable to gas  not sold under arm's- 
length contracts. 

the inclusion of provisions specifically 
reserving to MMS the right to review 
and audit "arm's-length" contracts and 
that the proceeds under all contracts 
should be  subject to price checks- 
market value analysis-before being 
accepted as value. Another Indian 
commenter requested that all arm's- 
length contracts be  filed with MMS and 
that MMS require that agreements for 
the sale or disposition of gas  within 
different branches of the same company 
be in writing and on  file. 

One Indian commenter stated that "if 
MMS is to properly undertake its 
;osponsibilities, a predetermination of 

One Indian commenter recommended 
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value on which royalty is to be based 
should be made before production value 
is reported." In addition. it w a s  
recommended that the Secretary should 
determine whether each contract is 
arm's-length or non-arm's-length instead 
of allowing the lessee to make this 
determination. Also, i t  w a s  suggested 
that the Secretary should have all 
benchmarks available to him and MMS 
should have the flexibility to set 
benchmark niinimum prices established 
by the highest price paid or offered for a 
major portion of gas  produced from the 
field or area. 

MMS Response: The suggestions to 
predetermine the value on which royalty 
is to be  based were not adopted because 
of the increase in administrative burden 
which would be very costly for MMS 
(and. in some instances. to industry). An 
internal sales agreement cannot be 
considered to be arm's-length. 

In response to a large number of 
comments from the States, Indians. and 
industry, MMS has modified the 
regulations which govern the valuation 
of gas  production sold pursuant to 
arm's-length contracts. For almost all 
such sales, the value for royalty 
purposes will continue to be the gross 
proceeds accruing to the lessee. Under 
MMS's existing regulations, the lessee's 
gross proceeds pursuant to a n  arm's- 
length contract are  acceptable, though 
not conclusively, a s  the value for royalty 
purposes. The MMS believes that the 
gross proceeds standard should be 
applied to arm's-length sales for several 
reasons. The MMS typically accepts this 
value because i t  is well grounded in the 
realities of the marketplace where, in 
most cases, the 7/8ths or 5/6ths owner 
will be striving to obtain the highest 
attainable price for the gas production 
for the benefit of itself. The royalty 
owner benefits from this incentive. 

It also adds more certainty to the 
valuation process for payors and 
provides them with a clear and logical 
value on which to base royalties. Under 
the final regulations, in most instances 
the lessee will not have to be concerned 
that several years after the production 
has  been sold MMS will establish 
royalty value in excess of the arm's- 
length contract proceeds, thereby 
imposing a potential hardship on the 
lessee. This is particularly a concern for 
lessees who have long-term arm's-length 
contracts where sales prices under 
newer contracts may be higher. I f  MMS 
were to establish royalty value based on 
prices under those newer contracts, (i.e.. 
prices which the lessee cannot obtain . 
under its contract). the resulting royalty 
obligation could, in some instances, 
consume the lessee's entire proceeds. 

Establishing gross proceeds under a n  
arm's-length contract as the royalty 
value also has benefits for MMS and 
those States which assist MMS in the 
audit and enforcement efforts. The gross 
proceeds standard will give auditors a n  
objective basis for measuring lessee 
compliance. I t  will reduce audit 
workload and reduce the administrative 
appeal burden which results when 
valuation standards are too subjective, 
particularly when values are determined 
to be in excess of a lessee's arm's-length 
contract gross proceeds. 

The MMS recognizes, however. that 
there must be exceptions to the general 
rule that the lessee's arm's-length 
contract price should be  accepted 
without question a s  the value for royalty 
purposes. One such situation is where 
the contract does not reflect all of the 
consideration flowing either directly or 
indirectly from the buyer to the seller. 
For example. in return for Seller's 
reduced price for gas  production from a 
Federal lease, Buyer may agree to 
reduce the price of oil i t  sells to the 
Seller from a nowFederal lease. This 
agreement is not reflected in the gas  
sales contract. In the event that MMS 
becomes aware of consideration that 
exists outside the four corners of the 
contract. MMS could accept the lessee's 
gross proceeds a s  value, adjusted to 
reflect the additional consideration. 
However. in some circumstances the 
additional consideration may not be 
easily calculable. Thus, even i f  the 
parties a re  not affiliated and the 
contract is "arm's-length,'' MMS may 
require in paragraph (b)(l)(ii) that the 
gas production be valued in accordance 
with paragraph (c). the standards used 
to value gas  disposed of under non- 
arm's-length contracts. Under these 
standards, the lessee's gross proceeds 
still may determine value, but the lessee 
will be required to demonstrate 
comparability to other arm's-length 
contracts. Thus. despite many industry 
comments suggesting that this section be 
deleted, MMS is retaining it in the final 
rules. 

The MMS recognizes that some 
parties may have multiple contracts 
with one another. This fact alone would 
not cause a contract to be treated a s  
non-arm's-length. Rather, there must be  
some indication that the contract in 
question does not reflect the full 
agreement between the parties. 
Although many commenters disagreed 
with the requirement. the final 
regulations also include a provision 
whereby MMS may require a lessee to 
certify that the terms of its arm's-length 
contract reflect all the consideration 
flowing from the buyer to the seller for 

the gas. The commenters believed that 
values already were subject to audit and 
that w a s  a sufficient safeguard. The 
MMS is retaining this provision because 
there may be circumstances where a n  
auditor could not reasonably be 
expected to find other consideration. yet 
there is good reason to believe it exists. 
Because of the potentially severe 
penalties for a false certification, this 
will assure that no other consideration 
exists when the certification is received. 

In other situations i t  may not be 
apparent why a n  arm's-length contract 
price is unusually low, yet the lessor 
should not accept the arm's-length 
contract proceeds a s  value. I t  may be 
because of collusion between the buyer 
and seller or improper conduct by the 
seller, or i t  could be  the result of a 
patently imprudent contract. Even i f  the 
contract is between unaffiliated persons 
and thus "arm's-length," pursuant to 
paragreph (b)(I)(iii), if MMS determines 
that the gross proceeds d o  not reflect the 
reasonable value of the production 
because of misconduct by the 
contracting parties or because the lessee 
otherwise has  breached its duty to the 
lessor to market the production for the 
mutual benefit of the lessee and the 
lessor, then MMS may require that the 
gas production be valued pursuant to 
paragraph (c)(2) or (c)(3). Thus, MMS 
first must determine that a price is 
unreasonable; for example, by looking at  
comparable contrncts and  sales. Then 
MMS must determine that the 
unreasonably low price w a s  the result of 
misconduct or a breach by the lessee of 
its duty to market its production for the 
mutual benefit of itself and the lessor. 

A breach of the lessee's duty to 
market production to the mutual benefit 
of the lessor includes, but is not limited 
to, collusion between the producer/ 
seller and buyer, pricing practices found 
by a court or regulatory authority to be 
incorrect or fraudently manipulated, or 
negligence in negotiating contracts. 

The MMS believes that new 
0 206.152(b) establishes a more 
definable standard than substction (b) 
of the first draft final rule a t  52 FR 30813 
("whether there may be factors which 
would cause the contract not to be  
arm's-length"). Although MMS retains 
the discretion under this section not to 
accept a n  arm's-length contract price a s  
value, which many commenters thought 
w a s  a necessary provision in these 
regulations, there a re  limits on the 
exercise of that discretion. 

Some commenters requested that the 
rules require MMS to give a lessee a n  
opportunity to respond before making a 
finding under subsection (b)(iii). As a 
general matter, the appeals regulations 
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in 30 CFR Part 290 give the lessee such 
ai1 opportunity before a final MMS 
decision is made. However. MMS will 
give a lessee a n  informal opportunity to 
comment when i t  determines the lessee 
has  breached its duty to market the gas  
for !he mu!ual benefit of the lessee and 
the lessor. 

If valuation in accordance with the 
Pecond and third benchmarks in 
paragraph (c) is required, then the lessee 
also must follow the notification 
requirements of paragraph (e)(3).  

should determine whether each contract 
is arm's-length or non-arm's-length was  
implied in the rules. However, the MMS 
has added a clarifying provision to the 
final rule which provides that the lessee 
will have the burden of demonstrating 
that its contract is arm's-length. This 
includes overcoming presumptions of 
control where two parties are  possibly 
affiliated. 

Section 206.152(b)(2) of the proposed 
rules excepted warranty contracts from 
the general acceptance of gross 
proceeds a s  value for arm's-length 
contracts. One industry commenter 
recommended that advance MMS 
approval not be required for the value of 
gas sold pursuant to a warranty contract 
since all activities are  subject to audit. 

Two industry commenters stated that 
this section should be deleted and that 
the gross proceeds received by the 
producer under a warranty contract 
should be  used for determining royalty 
just a s  i t  is for other arm's-length 
contracts. 

Two industry commeaters 
recommended that MMS consider 
limiting the warranty contracts 
exception to those contracts entered 
into before a specific date, such a s  prior 
to the mid-1970's. 

adopted the rule that the value of gas 
sold pursuant to a warranty contract 
will be determined by MMS. The issue 
of limiting the definition of warranty 
contracts to those executed prior to 1970 
w a s  discussed above in the definition of  
warranty contract. 

Most industry commenters strongly 
disagreed with the language "or which 
could accrue" contained throughout the 
regulations. Most companies 
recommended that the language be  
deleted. Most commenters stated that 
the language is too speculative and 
appears to provide for a second-guess 
mechanism under which a lessee's sale 
today can be  reviewed in light of 
knowledge gained at  a later date. 

MMS Response: The MMS has  
determined that the phrase "or which 
could accrue" will be deleted in 
reference to gross proceeds. Many 

The suggestion that the Secretary 

MMS Response: The MMS has  

commenters thought that this phrase 
would allow MMS to second guess the 
price which the lessee agreed to in its 
contract by arguing that other persons 
selling gas may have received higher 
prices-thus, more proceeds "could 
have accrued" to the lessee. This w a s  
not MMS's purpose in including the "or 
which could accrue" language in the 
proposed rule. Rather, MMS's intent is 
to ensure that royalties a re  paid on the 
full amount to which the lessee is 
entitled under its contract, not just on 
the amount of money i t  may actually 
receive from its purchaser. However, 
MMS is satisfied that the phrase "the 
gross proceeds accruing to the lessee" 
properly includes all consideration to 
which the lessee is entitled under its 
contract, not necessarily just what it 
actually receives from the buyer. 
Therefore, the "or which could accrue'* 
phrase was  unnecessary. Because i t  
caused confusion a s  to MMS's intent, i t  
was  deleted from the final rule. 

One Indian commenter stated that 
"acceptance of gross proceods a s  
conclusive evidence of value is an 
abrogation of the Secretary's fiduciary 
duties," and that they d o  not believe 
"gross proceeds accruing or which could 
have accrued in a n  arm's-length 
transaction should be determinative of 
value for gas  produced from Indian and 
Federal leases." 

MMS Response: As discussed 
previously, these rules d o  not provide 
for conclusive acceptance of gross 
proceeds except in well-defined and 
appropriate circums:ances. The MMS 
believes that the rules a s  adopted with 
the changes discussed earlier will result 
in appropriate values for Indian leases, 
in accordance with the Secretary's 
responsibilities. 
Section 206. IS.?(c). 

Cas which is not sold pursuant to a n  
arm's-length contract is required by the 
regulations to be valued in accordance 
with a series of benchmarks. Several 
State, Indian, and industry commenters 
disagree with various aspects of the 
proposed benchmark system because 
they think that it is vague and 
subjective. Two State commenters 
stated that because the majority of gas 
contracts are  not arm's-length, the 
benchmark system proposed by MMS 
may be  too complex. They recommend 
that "* ' MMS should study the 
numerous pricing provisions related to 
gas sales, and on the basis of the study 
establish Federal floor values which 
could be used by lessees to compute a 
minimum royalty and which would be  
publicly available." 

One State commenter belicves that 
the approprialeness of using the 

benchmark system depends upon 
whether the benchmarks are  fair and 
reliable. According to this commenter, 
"The proposed system would not be  fair 
to the royalty owner because i t  would 
lead to the potential for abuse and  
would certainly result in the diminution 
of  royalties. It would be unreliable 
because the standards are  vague, 
subjective, and subject to abuse. Unlike 
the proposed benchmarks for oil 
valuation, we  do not believe that the 
proposed gas  valuation benchmarks can 
be developed into a fair and workable 
system. Instead, we  believe all the 
factors listed in paragraphs (c)( l )  
through (c)(4) should be  combined into a 
single valuation standard." One  industry 
commenter stated that although the 
proposed benchmark system gives 
producers more confidence in arriving at  
value, i t  falls short of providing a 
method to determine a n  exact royalty 
amount when royalty is due. 

Many industry representatives and 
trade groups and one Indian trade group, 
with minor changes, support the 
benchmarks and giving them priorities 
because both will add certainty to 
valuation determinations. They 
commend MMS for the recognition of 
market forces a s  the principal 
determinant of value. One commenter 
stated that "The truest representation of 
the value of a product is what i t  can be 
sold for on the open market, a t  arm's- 
length. The proposed benchmarks for 
valuation of gas  under arm's-length 
contract, non-arm's-length contract. and  
no contract transactions promote 
accurate valuation according to the 
marketplace, and provide rational 
standards for MMS to follow in 
monitoring establishment of gas  value." 

Some commenters stated that the 
benchmarks should not be  prioritized. 
Rather, value should be determined 
using the most applicable benchmark. 
These same comrnenters recommended 
combining the first two benchmarks. 
Other commenters suggested a different 
ordering of the benchmarks. 

MMS Response: The MMS believes 
that a prioritized benchmark system is a 
valid and usable system for determining 
the value of gas not sold pursuant to a n  
arm's-length contract. The system 
allows the lessee some certainty in 
determining its own value without 
dependence upon MMS to establish the 
value. The suggestion that MMS develop 
Federal noor values is not feasible or 
equitable and  would be difficult to 
administer. Therefore, other than gome 
minor modifications, the benchmarks 
have been adopted a s  proposed. The 
MMS believes that the proposed 
ordering of the benchmarks basically is 
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correct and equitable to both the lessee 
and lessor. The MMS agrees that the 
net-back method will not be used 
frequently. The net-back analysis should 
only be  used where less complex 
procedures a re  not feasible. For 
purposes of this section, MMS does not 
consider a situation where either 
transportation or processing allowances 
are  deducted from a n  arm's-length 
delivered sales price for gas a s  a net 
back. Such procedures will typically be 
used for royalty valuation. See !he 
discussion of the net-back method 
above. 

In the draft final rule, MMS combined 
the first two benchmarks. The standard 
still was the lessee's gross proceeds. but 
the lessee was determining 
comparability against a broader sample 
which helps ensure that the lessee's 
gross proceeds reflect the value of the 
gas in the market, not just what that 
lessee considers to be  the market value. 

comments suggesting thilt the first two 
benchmarks be separated again because 
the lessee's own sales data are  a good 
measure of value and are  determinable. 
Sales data of other persons often are  not 
available, according to these 
commenters. 

MMS Response: The MMS believes 
that the benchmarks will be retained a s  
revised in the second draft final rule. 
These benchmarks best ensure that the 
lessee's non-arm's-length prices a re  
reasonable determinants of value. 

that when applying benchmarks, i t  
should not be  necespsry in all 
circumstances to consider all other sales 
in the field. In other instances, i t  may be  
necessary to look beyond the field. The 
MMS agrees that the size of any sample 
cannot be predetermined but must be 
based upon the actual circumstances in 
the field or area. 

Three Indian commenters stated that 
MMS's failure to recognize its obligation 
to maximize tribal royalties is evidenced 
in the proposed benchmark system. One 
commenter stated that "MMS, however, 
relies on lessee-generated information 
for that determination and, moreover, 
relies upon the truthfulness of that 
information. For example, under 
alternative number one, MMS proposes 
to look a t  the lessee's comparable 
contracts in the same field or area, 
notwithstanding possible underselling 
during the same period. Plainly, this 
benchmark is so riddled with potential 
conflicts of interest that i t  cannot 
possibly be urged a s  consistent with the 
Federal fiduciary duty to maximize 
Indian oil and gas  resources.'' Another 
commenter stated that the proposed 
benchmark system is based on the 

MMS received many industry 

Some States and Indian lessors stated 

premise that gross proceeds represents 
market value and "Gross proceeds have 
always been considered a s  the minimum 
value of production because i t  has  long 
been recognized that price does not 
always indicate value. The proposed 
benchmarks appear to treat gross 
proceeds a s  the maximum value." This 
commenter "believes that gas 
production should be  valued at  the 
highest price posted or paid in the field 
regardless of whether the contract is 
arm's-length or non-arm's-length ' *." 
Finally. one Indian commenter stated 
that "The lease provisions should 
prevail and should require the Secretary 
to formulate and implement procedures 
for the majority portion analysis. These 
provisions of the regulations should 
include a statement which indicates that 
i t  will not be  applied to Indian Tribal 
and allottee leases. If, however, these 
provisions will be applied to Indian 
tribal and allottee leases, then each 
benchmark should be  considered a 
reasonable option that the Secretary can 
utilize to determine value and the 
Secretary should use the reasonable 
option which brings the highest revenue 
to the lndian Tribe or allottee." 

MMS Response: The MMS believes 
that the regulations adopted will permit 
the Secretary to discharge his 
responsibilities to the Tribes and 
allottees because the value determined 
in accordance with the benchmarks will 
be compared to the major portion, with 
royalties due on the higher value. This 
process is required by paragraph (a)[3). 
discussed above. 

recommended that "the last benchmark 
of net-hack pricing be  eliminated from 
the list because we believe that i t  would 
not be routinely used and would be 
administratively impractical to 
implement. The reference to any other 
reasonable method to determine value 
should be retained." 

MMS Response: The MMS disagrees 
that the net-back method should be 
deleted. The net-back method is a viable 
valuation procedure, even though i t  will 
not be routinely used. 

One industry commenter stated 
that ' I *  depending upon how one 
treats 'spot sales', the hierarchy of 
measures which they establish could 
result in a substitution of a poorer 
measure for one that represents the best 
measure of gas value." This commenter 
recommended placing spot-sale 
agreements higher in the hierarchy of 
benchmarks. 
MMS Response: The MMS believes 

that the position of "spot sales" in the 
benchmark system is appropriate. The 
first two proposed benchmarks, 
combined a s  one in the final rule, are  a 

One industry commenter 

better measure of establishing value for 
royalty purposes than spot sales. The 
rule has been modified to reference 
"arm's-length" spot sales. 

the wording of the criteria should be  
amended to avoid ambiguity in their 
application: "As currently written, these 
provisions are  unclear a s  to how royalty 
should be valued i f  the proceeds irnder 
the non-arm's-length contract is not 
'equivalent' to the proceeds of the 
lessee's arm's-length contracts (first 
criterion) or the arm's-length contracts 
of other lessees in the field (second 
criterion)." This commenter 
4,. . understands the intent of the 
proposed regulations is that the 
proceeds under the referenced arm's- 
lcngth contracts would be  used to set 
royalties, but the regulation does not 
expressly so state. Indeed, a s  presently 
worded, the regulation would suggest 
that i f  the non-arm's-length contract w a s  
not 'equivalent', then the next criterion 
in the hierarchy would apply. This 
ambiguity should be removed." 

MMS Response: The MMS disagrees 
that these provisions a re  unclear. Under 
the benchmark system, value will be  
determined through application of 
criteria in a prescribed order. In other 
words, the second criterion would not 
be considered unless the first criterion 
could not be reasonably applied. 
Therefore, if the proceeds under 
comparable arm's-length contracts in 
the field a re  not "equivalent" to the 
proceeds under the non-arm's-length 
contract, then the first benchmark does 
not apply and the lessee should try to 
apply the second benchmark. If that one 
also does not apply, then the lessee 
must apply the third benchmark. 

One industry commenter stated that 
"for making comparisons to arm's-length 
contracts, when the producer is selling 
gas  to a n  affiliate and that affiliate is 
also purchasing gas  in the same field or 
area under a n  arm's-length contract, the 
marketing experiences of the parties to 
the arm's-length contract should be  a 
primary consideration (not just of the 
volume of gas sold, for example). If the 
producer under a comparable arm's- 
length contract is active in the 
marketplace, i t  is only reasonable that 
he would neither accept less nor pay 
more than the market price for gas. In 
addition, larger volumes of gas do not 
always attract a better price than a 
smaller volume. In some cases, the 
larger volume is harder to move because 
i t  has  to be  sold in pieces." 

MMS Response: The rules, a s  
adopted, require that there be numerous 
factors considered before a n  arm's- 
length conlrac! could be deemed 

One industry commenter suggests that 
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comparable. The purpose for 
consideration of these factors is to 
prevent abuses through application of 
only a few factors so that contracts 
containing unusually low or high prices 
could be  used. 

recommended that legal characteristics 
of the gas  be  included in the 
Comparability criteria in paragraph 
(Cl(l1. 

MMS Response: This addition is 
unnecessary a s  the section already 
refers to like-quality gas, which is 
defined a s  including legal 
characteristics. 

One industry commenter suggested 
"an alteration to the proposed 
regulations under 206.152 and 206.153 
to validate any intracompany or affiliate 
intercompany 'sale', i f  that transaction is 
monitored by a regulatory body to 
determine the market responsiveness of 
the transaction. Specifically, the 
commenter suggests that MMS's 
proposed regulztions recognize the 
FERC's right to determine the justness 
and reasonableness of [producer] 'first 
sale' market rates, where those costs are  
'passed on' to interstate pipeline sale- 
for-resale customers via Purchased Gas  
Cost Adjustment Clauses filed by 
interstate pipelines a s  part of their FERC 
Gas Tariff." 

MMS Response: The MMS and FERC 
have different statutory responsibilities. 
I t  is MMS's responsibility to determine 
the value of production from Federal 
and Indian leases. Although FERC's 
actions may be  one criterion to consider 
in determining value, MMS cannot 
accept them a s  conclusive. 

under the benchmark system i t  is 
difficult for a n  affiliated producer to 
prove its determination of value, 
especially with respect to those 
properties i t  does not operate. 
According to this commenter. "The 
MMS is in the unique position of having 
access to data ,  facts, and information 
that are  not reaiily available to a n  
individual producer, Indeed. attempts to 
gather such information might violate 
antitrust laws. Without access to this 
information on a continuing basis. 
application of these benchmarks 
becomes difficult, i f  not impossible." 
This commenter recommended "that the 
burden of proof be shifted to the MMS 
such that a rebuttable presumption 
exists that the gross proceeds accrued to 
a n  affiliated producer is reasonable 
value absent a clear showing to the 
contrary by the MMS using these 
benchmarks." Other commenters also 
suggested that MMS gather and make 
available sales data in certain fields. 

Many industry commenters 

One industry commenter stated that 

MMS Response: Obviously, a lessee 
will be able to obtain the necessary data  
on its sales for application of the first 
benchmark. The MMS also believes that 
in most fields or areas  lessees will be 
able to obtain data on third-party 
transactions. If those data are  
unavailable. the lessee will have to use 
one of the succeeding benchmarks, but 
in n o  event can the lessee use a value 
which is  less than its gross proceeds. 
Because values determined under the 
second and third benchmarks must be  
the subject of a notice to MMS (see 
9 208.152[e)(3] of the final rules), and 
because a lessee may seek a value 
determination from MMS (see 
$ ZOe.l5Z(g) of the final rules], MMS is 
satisfied that ultimately the lessee will 
be  able to determine the proper royalty 
value for its gas. 

One State commenter noled that i t  is 
inappropriate to put the valuation 
process into a benchmark straight 
jacket. In addition, this commenter 
stated that this paragraph permits a 
lessee to deliberately price its non- 
arm's-length disposition a t  the lowest 
price it can argue to be  "comparable" in 
the field, even where much higher 
values may Le obtained in other 
dispositions from the field. 

MMS Response: A lessee will have 
many factors to consider in establishing 
a price under its non-arm's-length 
contracts, including tax consequences 
and regulatory concerns. If the price 
selected is equivalent to the price under 
comparable arm's-length contracts 
which must meet the standards in 
paragraph [c)(1). MMS is satisfied that 
the price reflects market value and is 
acceptable for royalty purposes, 

that the lessee would apparently make 
the determination a s  to whether the 
"arm's-length" contract under which the 
comparison is made is, in fact, arm's- 
length. Also, although the data  are  
subject to monitoring, review, and audit 
by MMS, the commenter believes that in 
view of the past experience with audits 
by MMS, the lessees' reporting of gross 
proceeds under non-arm's-length 
contracts would remain on the honor 
system. 

procedures MMS considered for these 
regulations, i t  would be up to the lessee 
in the first instance to apply those 
procedures and report royalties each 
month. The MMS has adopted rules 
which i t  hopes are  clear and 
comprehensible. It must be  assumed that 
lessees will apply the rules properly 
considering the likelihood of audit and 
the possibility of significant interest and 
perhaps penalties for intentional 
underpayment of royalties. 

One Indian commenter w a s  concerned 

MMS Response: Under most valuation 

One industry conimenter in'terpreted 
the regulations to reqiiire that gas sold 
pursuant to spot-sales contracts would 
be valued under the first benchmark, 
even though "spot sales" a re  mentioned 
in a later benchmark. In addition. the 
commenter stated that the best measure 
of value for gas  sold pursuant to arm's- 
length spot sale contracts are  those 
contracts and not other long-term 
contracts which are not comparable. 

MMS Response: If a spot-sales 
contract is  arm's-length, the value of the 
gas  sold under it would be  determined 
pursuant to paragraph (b). not by 
application of the benchmarks. 

Two industry commenters stated that 
the net-back method should be  stricken 
from this section because the net-back 
method is to be used a s  a benchmark 
only when the preceding benchmarks 
are  inapplicable: therefore, to these 
commenters i t  seems inappropriate to 
include i t  a s  a presumed priority when 
any other reasonable method is what is 
actually intended. 

One industry commenter stated that 
the reference to net-back method needs 
clarification. Further, the commenter 
stated that net-back method is simply a 
means for reconstructing the value of 
gas  to the well and has  nothing to do 
with valuing the disposition of the 
production at a point remote from the 
well. 

One State commenter noted that there 
is no logical basis for favoring valuation 
on the basis of "gross proceeds" less 
allowable deductions while disfavoring 
"net-back method". Also, the net-back 
method is essentially the same thing a s  
"gross proceeds" with allowable 
deductions. 

MMS Response: The MMS believes 
that the benchmark priority system is 
appropriate. As explained above in 
regard to the definition of net-back 
method, MMS does not anticipate that 
this method will be used frequently. It 
generally will be  used where the nature 
of the product has  changed (i.e.. gas  to 
electricity) and i t  is necessary to work 
back from the sales price of the 
electricity to get a value for the gas. 
Section 206.152(d). 

Two industry commenters supported 
the premise that "if the maximum lawful 
price permitted by Federal l aw is less 
than the value determined pursuant to 
the valuation regulations, MMS would 
accept such maximum price a s  value." 

recommended deleting the last sentence 
of this paragraph because gas sold 
under a warranty contract is  valued in 
the same manner a s  gas sold pursuant to 
any other arm's-length contract. 

One industry commenter 
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The MMS also received several 
comments from the Indians and States 
stating that the rules should specify that 
State and local price ceilings will not 
operate to limit the value for royalty 
purposes. The MMS proposed to include 
such a provision in the second draft 
final rule. Some commenters supported 
this provision. Others, including mostly 
industry and one State commenter. 
objected to the provision on the grounds 
that i t  is unfair to producers who must 
be bound by these ceilings when selling 
their production. 

MMS Response: The final rulemaking 
adopts this paragraph with the addition 
of a provision that price limitations set 
by any State or local government will 
not be considered to be a maximum 
price permitted by Federal law. 
Therefore, in some situations. value for 
royalty purposes may exceed a State or 
local price limitation. The MMS agrees 
with those commenters who argued that 
States and local governments should not 
be able to limit royalty values, 
particularly for Indian leases. 

paragraph [d)(z). w a s  not deleted 
because the MMS believes that 
warranty contracts must be  viewed 
differently than other arm's-length 
contracts for purposes of value. Unlike 
arm's-length contracts for gas  
production which is committed to the 
contract, the seller under a warranty 
contract often had the sole authority to 
determine the origin of the gas  
production to be delivered. Therefore, 
the seller had the option not to sell 
particular production from a Federal or 
Indian lease under the warranty 
contract and to sell i t  a t  a higher price. 
Thus, although in some NGPA 
categories the warranty contract price is 
the maximum price permitted by law for 
gas  sold under thot confroct, it  is the 
sole decision of the lessee to dedicate 
gas from Federal or Indian leases to that 
contract. 
Seclion 206.152(e). 

commenters supported establishing a 
valuation procedure which does not 
require the prior approval of MMS 
because i t  will expedite and simplify the 
valuation process. Two industry 
commenters stated that "the time during 
which the MMS may direct a lessee to 
pay royalty a t  a different value should 
be limited to a specific period so that the 
lessee is not required to indefinitely 
retain the records it relies upon to 
support the value determination." A 
State commenter noted that "Also. the 
lessee should be  required to retain 'all 
data  relevant to determination of 
royalty value'. not simply the evidence 

The last sentence, which is now 

Several industry and State 

supporting the lessee's claimed value. A 
lessee should not be  allowed to destroy 
relevant evidence supporting a different 
royalty valuation, and id retain only that 
which is self-serving. AIE~., the 
regulation should specify that hlMS 
'will' order compliance when ncorrect 
payments are  discovered. ' 

Many induotry commenters stated 
that the provision is too broad and 
should be  limited to fee Lands within the 
boundaries of approved Federal unit or 
communitized areas. They argued that 
lessees should not be  required to 
provide information on their other sales 
prices or volumes. 

MMS Response: The MMS has 
adopted in the final rule a valuation 
procedure that generally does not 
require MMS's prior approval. The 
second sentence has been modified to 
read a s  follows: ' I *  the lessee shall 
retain all available data relevant to the 
determination of value." Lessees are  
required to retain all records to support 
value determinations for a period of 6 
years, unless a n  audit is ongoing, a s  
mandated by section 103 of FOGRMA. 
30 U.S.C. 1713. The lessee is responsible 
for complying fully with the regulations 
by properly valuing lease products, for 
royalty purposes, in accordance with the 
appropriate benchmark and to retain all 
relevant data. The MMS believes that 
the adopted language clearly states this 
requirement. The MMS also has  adopted 
in paragraph [e)(z) of the final 
regulations a requirement that lessees 
make available to authorized MMS 
State and Indian representatives, or to 
the Department's Office of the Inspector 
General, arm's-length sales and volume 
data  which i t  has available for like- 
quality production sold from the same 
field or area or nearby fields or areas. 
Because lessees in many instances will 
be determining value for Federal or 
Indian production by reference to other 
sales in the field or area, MMS must 
have access to the data  to the same 
extent a s  the lessee to determine 
whether the lessee's valuation w a s  in 
accordance with the regulations. 

Several industry commenters 
recommended that MMS delete the 
requirement of proposed paragraph 
(e) (Z)  that a lessee must notify MMS if it 
uses the third or fourth [now second or 
third] benchmarks because i t  is not 
consistent with MMS's self- 
implementing concept and current MMS 
auditing and monitoring rights a re  
adequate to allow the MMS to verify 
royalty compliance. 

MMS Response: The MMS believes 
that what is noK paragraph (e)[3) in the 
final rule is consistent with its self- 
implementing policy because lessees 

that determine value pursuant to 
paragraphs (c)(Z) or (c)(3) of this section 
must notify MMS of their determination 
after the fact and not before the fact. In 
every instance, value for royalty 
purposes is subject to future audit. This 
section has  been modified so that the 
notice is due the end of the month 
following the month the lessee first 
reports royalties on the Form MMS-2014 
using paragraph (c)[2) or [c)[3]. 
Section ZOf3.15Z(f). 

One State commenter suggested that a 
"provision should be  made for penalties 
for willful violations and violations 
made in reckless disregard of royalty 
obligations." 

that i f  the lessee must pay any 
difference plus interest. MMS should 
also pay, when applicable, any 
difference plus any interest statutorily 
authorized. 

MMS Response: If a lessee knowjngly 
or willfully underpays royalty, it may be 
subject to civil penalties in accordance 
with FOGRMA, 30 U.S.C. 1719, and 
MMS regulaticns a t  30 CFR Part 241. 
With regard to the second c o m w n t ,  
MMS i s  barred by law from paying 
interest on royalty overpayments but is 
required by law (i.e. FOCRMA) to 
collect interest on late payments. 
Section 206.15Z(g). 

This paragraph provides that the 
lessee may request a value 
determination from MMS. One State 
commenter noted that "the lessee should 
be  required to submit 'all data  r e l x a n t  
to dt .:rmination of royalty value'. 
Again, a lessee should not be able to 
limit its documentary submittal to 
evidence which 'supports' its claimed 
royalty value. Also, because of the 
impact upon the States and Indians, and  
in light of the existing cooperative and 
State audit programs, a n  opportunity 
should be given for review and comment 
on royalty determination requests by the 
potentially impacted State, Alaska 
Native Corporation, Indian Tribe or 
Indian allottee." One Indian commenter 
suggested that in addition to a lessee, a 
lessor should ~t any  time be able to 
request a royalty value determination 
from MMS. This commenter also stated 
that "this paragraph should require 
MMS to notify the Tribe or allottee 
involved of any change in value 
de  t erm i na t ions." 

that "the MMS should impose a time 
limitation on itself to respond to 
requests for veluations from a lessee, in 
the absence of which the lessee should 
not be held liable for interest or 

Industry representatives commented 

Several industry commenters stated 
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penalties for underpayment of royalty." 
Further, one industry commenter stated 
that this section should be used to allow 
a value determination to be  made by 
MMS which would eccommodate the 
circumstances of a particular lessee 
when its circumstances d o  not allow for 
a definitive value determination under 
the applicable benchmark. A s  a n  
example. the commenter stated that, 
although its gas  sales are  made under 
arm's-length contracts, the manner in 
which the gas  is marketed [bundled 
sales of gas  from many leases on the 
spot market to many purchasers) 
prevents the tracing of the gas produced 
from any one lease to a particular sales 
outlet and, thus, the defining of the gross 
proceeds received from the sale of the 
gas  produced from that one lease. 

MMS Response: The proposed 
language has  been modified to require 
that a lessee submit all available data  
relevant to its valuation proposal. The 
MMS does not consider it practical to 
include in the regulations a requirement 
for review by the State or Indian lessor 
when a value determination is made. 
This does not make the cooperative 
audit program in accordance with 
FOGRMA less effective because MhlS 
will make every effort to assist and 
consult with States and Indian lessors in 
valuation matters. The MMS also will 
make every effort to respond timely to 
requests by lessees, but this is 
necessarily dependent upon available 
resources; thus, MMS cannot agree to a 
regulatory time limit. The MMS has 
added a sentence to accommodate the 
requested flexibility. Therefore, this 
section now provides that MMS may use 
any of the valuation criteria authorized 
by the regulations when issuing a value 
determination. The MMS has adopted 
this change because of the continuing 
changes in the way gas is marketed. 
Section 206.152(h). 

This paragraph provides generally 
that the value of production, for royalty 
purposes. cannot be  less the!] the 
lessee's gross proceeds less applicable 
allowances. One industry commenter 
recommended that the last sentence be  
replaced with 'It allowance 
determined pursuant to these 
regulations." Another industry 
commenter recommended that the 
phrase "less applicable transportation 
and processing allowances" be  
expanded to include "and other cost 
allowances." Some industry commenters 
recommended deleting these paragraphs 
entirely. 

discussed earlier in this preamble, MMS 
has determined that the phrase "or 
which could accrue" should be  deleted 

MMS Response: For reasons 

from the final rule. The MMS also has  
modified this section to refer to all  
applicab!e ellowances, not just 
transportatioa allowances. 
Section 20(; f52(i). 

obligation to place lease production in 
marketable condition. Several State, 
Indian, and  individual commenters 
agree with the MMS's proposed 
provision that costs such a s  those for 
compression to meet pipeline pressure 
requirements to place the gas  in 
marketable condition should be  borne . 
by the lessee. 

One industry commenter w a s  
concerned that "marketable condition" 
is not a constant, but acknowiedges the 
lessee should act a s  a reasonably 
prudent operator in marketing its 
products. Many industry commenters 
believed that the statutory framework 
and lease terms provide that royalty is 
due only on the market value of gas  as it 
is produced a t  the wellhead and eny 
obligation the lessee may have to render 
the gas  marketable does not entitle the 
lessor to a free ride on those expenses 
incurred by the lessee subsequent to 
production. These commenters also 
believed the lessee is entitled to deduct 
all reasonable post-production 
expenses, including any costs incurred 
by the lessee to make the product 
marketable. 

recommended deleting this provision 
because of the changes occurring in the 
marketplace. They stated that these 
costs a re  subject to negotiation and may 
be incurred by either party. They 
believed that it is incorrect to assume 
that costs incurred by a purchaser have 
a direct effect on the price to be  paid 
and cuggested that the price paid by the 
purchaser should be used for royalty 
valuation unless stated specifically in 
the contract that i t  was  adjusted to 
cover the subject costs. 

One industry commenter noted that 
the Federal Energy Regulatory 
Commission has  rejected imposition of 
any national quality standards for gas  
sold in first sales and has  left to each 
producer-purchaser contract the 
resolution of which downstream-of-the- 
wellhead services a re  to be provided by 
which party to the contract. Reference 
w a s  made to FERC Order No. MA, 22 
FERC 61,055 (1983). 

believed that the lessor should 
proportionately share in all costs 
subsequent to production, including the 
costs of placing production in 
marketable condition. They believed 
that all so-called "post production" 
costs should be  shared because such 

This paragraph addresses the lessee's 

Some industry commenters 

Most industry commenters essentially 

costs are  incurred to enhance the value 
of the production from the lease for the 
ben2fit of both the lessee and the lessor: 
proportionate sharing of those costs 
would yield a value of production that is 
equal for both lessee and lessor. These 
commenters believed that royalty is due 
on the market value of production at  the 
lease or well, and that proportionate 
sharing of any post-production costs 
incurred to enhance the value of 
production is necessary to meet this 
requirement. 

They stated that, under the proposed 
rules. no allowance is made for the costs 
of processing residue gas to place it in 
marketable condition or for any other 
post-production costs incurred to 
dehydrate, compress, or gather the 
product. They further stated that MMS 
has abandoned the definition of 
"associated" and "principal" products 
but the unjustified cGncept underlying 
these terms has apparently been 
retained. 

The industry commenters generally 
argued that MMS improperly sweeps all 
post-production operations under the 
holding of the California v. Udall case. 
They stated that MMS goes so far as to 
say that even if a buyer willingly buys 
raw, unconditioned gas (i.e., i f  there is 
a n  actual market for such gas  in the 
field), any of the costs the buyer incurs 
to place the gas in "marketable" 
condition will be added to the purchase 
price of the gas. They believed that this 
approach totally distorts the concept of 
market value at the lease, ignores the 
holding in Udall. and exceeds the 
reasonable and legal limits of the 
Secretary's discretion. They further 
stated that the Secretary should 
recognize the realities of today's 
onshore leasing and  production and  that 
all post-production costs should be  
deductible but, a t  the very least, they 
believed that off-lease post-production 
and unusual or extraordinary on-lease 
post-production costs should be  shared 
proportions tely. 

The industry cornmenters stated that 
the MMS should recognize that 
manufacturing /processing. 
transportation, and other post- 
production costs a re  legitimate 
deductions necessary to arrive a t  the 
value of production, for royalty 
purposes. a t  the lease or well and  that 
such costs should be deductible from the 
value of all marketable products when 
necessary to reflect the actual 
expenditures that enhanced the value of 
the gas  after production. They further 
stated that if MMS continues to rely on 
the Udal1 holding, its proper application 
requires a consideration of the purpose 
served by a particular facility to 
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distinguish between costs "incidental to 
marketing" and manufacturing or 
transportation costs. 

The MMS specifically requested 
comment on a provision in the draft 
final rules which would provide a n  
allowance for certain production related 
costs in extraordinary situations. Many 
comments were received from industry 
supporting this provision and suggesting 
that it be  broadened. 

MMS Response: Historically, the 
policy and practice of MMS is that the 
lessee is responsible for placing the 
lease product in marketable condition at  
no cost to the lessor. This practice has  
been upheld by court decision. The 
MMS has adopted the suggestion that 
the language "unless otherwise provided 
in the lease agreement'' be added a t  the 
end of the first sentence because there 
are a few leases in which the lessor 
shares in such costs. Also. a s  noted 
earlier, MMS received many comments 
that so-called post-production costs 
should be allowed a s  a deduction in 
determining value for royalty purposes. 
Generally, these costs are  not allowed 
a s  a deduction because they are  
necessary to make production 
marketable. 

The MMS received many comments 
on the section added to the draft final 
rules that provided for certain 
extraordinary cost allowances. State 
and some Indian commenters thought 
that this section was  a n  unwarranted 
exception from the requirement that the 
lessee is obligated to bear the costs of 
placing gas  in marketable condition or 
that further restrictions should be 
included, while one Indian commenter 
endorsed the principle introduced by 
this new section. Industry commenters 
generally thought that the new section 
w a s  a step in the right direction, but 
thought that the dual qualification 
process w a s  too rigid. They suggested 
that the extraordinary allowance be 
granted i f  a lessee could meet the 
requirements of either paragraph (i) or 
( i i ) .  Industry commenters also suggested 
that the reference to 400 meters be 
changed to 400 feet because that is the 
point a t  which costs begin to escalate 
significantly. They also thought that use 
of the term "unique" w a s  inappropriate 
because i t  would limit the applicability 
to only the first lessee with a particular 
type of extraordinary operation. Some 
commenters also requested that, when 
approved, the allowance extend beyond 
one year. 

considering all of the comments on this 
issue, MMS has decided not to retain the 
extraordinary cost allowance provision 
in the final rules. I t  w a s  concluded that 
the burdens placed on the lessee by the 

MMS Response: After carefully 

environment in which it must operate 
were matters taken into account a t  the 
time the lease w a s  issued, affecting the 
amounts of bonus bids and, in some 
instances, the royalty rate. The MMS 
has concluded that if a lessee is entitled 
to further economic relief, i t  is 
inappropriate to provide that relief by 
adjusting the value of the production by 
methods which are  inconsistent with 
MMS's historical practice and 
interpretation of the lessee's express 
obligation to place production in 
marketable condition a t  no cost to the 
lessor. Rather, the more appropriate 
mechanism is for the Department to 
consider royalty rate relief in 
circumstances where i t  is warranted for 
existing leases. and for lessees to 
consider such factors when entering 
leases in the future under royalty 
reduction procedures which can be 
adjusted to the price and cost , 

circumstances prevailing on a particular 
lease and a t  a particular time. 
Section ZOs.l52(j). 

One industry commenter stated that 
this provision, a s  proposed, goes against 
the firm notion of gross proceeds and 
grants a n  exception only in situations 
where the lessee i s  entitled to a 
contractual price increase. According to 
the commenter. this ignores the reality 
of the existing situatiun in the gas  
marketplace where many purchasers 
have unilaterally suspended 
contractually obligated takes and 
payments under the pretext of "force 
majeure.'' The commenter believed that 
i t  may be more prudent in many 
instances to diligently renegotiate 
contracts which would be  in the best 
interest of the lessee and lessor. The 
commenter further stated that such 
renegotiations may take place over a n  
extended period of time during which 
the lessee may be receiving less than its 
contract price for its gas: therefore, 
under these circumstances. where the 
lessee is taking documented. reasonable 
measures to force purchaser compliance 
and to favorably renegotiate its 
contract, the lessee should only be  
required to pay royalty on the gross 
proceeds it receives from the purchaser 
for its gas. 

The industry commenter also stated 
that rapid deterioration of purchasers' 
markets has  caused unilateral price 
actions: further, difficult and protracted 
negotiations have ensued during which 
proceeds are  less than the contractually 
agreed-to price. The commenter 
mentioned that lengthy litigation is a 
last resort. The lessor benefits from 
continued production ct market prices 
pending final resolution and, therefore, a 
more realistic approach would be to 

accept proceeds i f  proceeds were not 
less than the prevailing market price in 
the field or area. 

One Indim cornrnenter foresaw the 
ability of willing parties to amend 
contracts to compromise payments that 
have accrued to or would accrue to the 
lessee under its existing contract. The 
commenter believed that, of course, such 
contract revisions cannot he avoided in 
all instances but, if they are  made, the 
lessee should not be able to compromise 
the lessor's right to receive royalty 
payments pursuant to the original 
contract and not under m y  amendments 
that have compromised the price. 

One  industry commenter argued that 
MMS has neither the authority nor the 
expertise to determine "the highest price 
a prudent lessee can receive through 
legally enforceable claims under its 
contract." The commenter also 
suggested deleting most of this section 
with the exception of the third sentence 
(of the second draft final rule) and the 
requirement that the lessee must pay 
royalties on all volumes of production 
which a re  sold. 

by freely allowing contract revisions 
(even retroactive ones), MMS would 
provide a gaping loophole in the 
requirement that a lessee seek to 
enforce its contract "entitlements." The 
commenter believed that when a lessee 
is challenged by the MMS about not 
enforcing its contract rights, there are  
few buyers who will not agree to assist 
their sellers by retroactively amending 
their contracts to the lower amount 
actually paid. 

MMS Response: The MMS has 
adopted this provision with only minor 
changes from the original proposal. 
However, the paragraph does not 
preclude the approach suggested by the 
commenters. This section requires a 
lessee to pay royalty in accordance with 
the contract price, but also expressly 
recognizes that contract prices may be  
amended retroactively. The MMS is 
aware that often there is a process of 
negotiation that occurs before the 
contract is formally amended and that 
lower paymefits may be received in the 
interim. Royalties may be  paid on the 
gross proceeds received by the lessee 
until all attempts to force the purchaser 
to renegotiate the contract or to comply 
with the existing contract are  exhausted, 
provided the lessee takes proper or 
timely action to receive prices or 
benefits to which i t  is entitled, or to 
revise the contract retroactively. Thus, 
the MMS will accept a renegotiated or a 
revised contract price if the main reason 
for renegotiating or revising the contract 
is not solely to reduce royalties. 

One State commenter expressed that, 
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tiowever, i f  a higher price can be legally 
enforceable under a contract and the 
lessee is not diligent in obtaining that 
price, royalties will be  due on that 
higher price. 

Two industry commenters suggested 
that the phrase "the lessee will owe no 
additional royalty until monies 
are  ' received" be reworded to 
insert the phrase "unless or" before the 
word "until". They believed that i t  is 
contrary to the concept of "proceeds 
received" to attempt to assess royalty 
on proceeds which have never been 
received when only part payment is 
made to the lessee in contract disputes. 

MMS Response: The MMS adopted 
the suggested change in the final 
regula tion. 

One comrnenter stated that 
retroactive application of contract 
revisions may be inconsistent with 
FOGRMA because it requires that 
royalties be keyed to production and not 
to sales. The commenter further stated 
that timely application by a lessee for a 
price increase should not be sufficient to 
allow a lessee to defer payment of 
royalties until monies or consideration 
resulting from the price increase a re  
received. The commenter stated that a 
lessee should be required to go further in 
pressing its claim for benefits accruing 
or which could accrue to the lessee 
under the contract before nonpayment 
of additional royalties is allowed. 
perhaps even to the point of instituting 
litigation. 

Two industry commenters stated that 
the "prudent operator" clause is 
unnecessary because i t  is in the lessee's 
own best interest to obtain the 
maximum amount of revenue possible 
under the terms of the applicable 
contract. They believed that the 
inclusion of a "prudent operator" 
standard in the regulations contradicts 
the concept of using market proceeds 
and merely serves to impose a n  
obligation on MMS auditors to evaluate 
and second-guess the prudency of the 
actions of lessees. They also believed 
the "prudent operator" clause opens the 
door to regulatory uncertainty and the 
basing of royalties on amounts in excess 
of the market value of gas. They believe 
the provision should be  eliminated. 

MMS Response: Although most 
lessees will try to maximize the amount 
of revenue possible under the terms of 
the applicable contract, not all will be  
diligent. Therefore, MMS must protect 
the Federal Government's and Indian's 
interests by using the "prudent 
operator" clause. 

they disagreed with MMS's attempt to 
enforce contract entitlements. They 
believed that, a8 proposed, royalties 

Two industry commenters stated that 

would be based on the highest price 
obtainable and would serve to 
encourage the pursuit of price increases, 
rather than the proper payment of 
royalties based on the prices received. 
They also believed that this provision is 
contrary to MMS's own statement that 
"value is  best determined by the 
internction of competing market forces. 
the 7/6ths or 4/5ths owner is going to 
negotiate the best deal he/she can to 
further his/her own interest, advancing 
those of the royalty owners a s  well:" 
therefore, they recommended this 
provision be deleted. 

MMS Response: The MMS does not 
view this provision a s  contrary to the 
approach it has  taken to determine 
values. It would be inconsistent with the 
theme of these regulations for MMS to 
not require full compliance with its 
principal value determinant. 
Section ,.Os.lIsZ(k). 

(k) to the draft final rules which 
provides that in those situations where 
MMS may make a preliminary value 
determination in the course of 
monitoring compliance with these 
regulations, that determination will not 
be binding until MMS has  done a n  audit 
and the audit formally is closed. The 
MMS intends to issue further guidelines 
on when a n  audit is closed. 

Several industry commenters thought 
that any determinations by MMS should 
be binding. 

MMS ReSpGnSe: The MMS is adopting 
this section. The MMS cannot be bound 
by a preliminary determination which 
may not be  bRsed on a full array of 
information a3  would be  available 
during a n  audit. 
sechon .?06.15.?(/). 

Two individual commenters stated 
that this paragraph, which w a s  proposed 
a s  paragraph (k), appears to preclude 
the lessor or overriding royalty interest 
owner from obtaining any  information to 
substantiate the transportation and 
processing costs he is being charged. 
Therefore, they a re  opposed to this 
provision. 

provision perpetuates restrictions upon 
disclosure of data  required in reviewing 
a lessee's computation of royalty. The 
commenter believed that Indian Tribes 
should be  provided copies of all reports 
submitted by their Jessees to MMS, upon 
request. The commenter also stated that 
the Tribes need this information to 
monitor lessees a s  well as responsible 
Federal agencies, and  requested that the 
information provisions be  revised to 
ease release of this information to 

The MMS has added a new paraaraph 

One Indian commenter stated that this 

Tribes subject to reasonable restrictions 
upon disclosure to third parties. 

One Indian commenter stated that this 
provision should make it clear that all 
information will be available to Indian 
lessors and  States without going through 
the Freedom of Information Act 
procedures. The commentcr also stated 
that to place such a burden on Indian 
Tribes and States who are  the 
beneficiaries of the production would 
not be  reasonable. 

One Indian commenter stated that the 
scope of this provision is so broad that i t  
effectively denies Indinn Tribes and 
allottees and States access to the 
information required to assure that 
valuations are properly determined. The 
commenter reminded MMS that the 
intent of the FOGRMA is to provide all 
interested parties, including Indian 
Tribes and allottees and States. the data 
necessary to conduct audits, oversee the 
audits performed by MMS. and in the 
case of Indian Tribes, to manage their 
mineral resources and to plan for 
governmental operations. The 
commenter stated that i t  could not 
understaiid why the MMS included this 
provision inasmuch a s  the almosl 
unanimous vote nf the Royalty 
Management Advisory Committee on a 
resolution recommending that the 
regulations provide Indian Tribes access 
to data  demonstrates that industry also 
understands that Indian Tribes require 
and should have access to such data. 

MMS Response: The intent of this 
paragraph is not to preclude access to 
information for those who are working 
in concert with the MM3 to the extent 
allowed by law. but rather to ensure the 
lessee that disclosure of proprietary 
information is in accordance with 
established procedures. There are  
statutory restrictions on providing 
certain types of information to persons 
outside the Department of the Interior. 
and MMS must act in accordance with 
those limitations. States and Indians 
with FOGRMA delegations and 
cooperative agreements will have 
broader access to information which 
otherwise could not be released. This 
section is not intended to limit in any  
manner a n  Indian lessor's right to obtain 
information directly from the lessee or 
from MMS to the extent provided in 
lease terms or applicable law. In the 
drsft final rule, MMS changed the 
phrase "will be maintained" to "may be 
maintained." Many industry 
commenters were concerned that this 
change would allow MMS to release 
proprietary information. This w a s  not 
MMS's intent, and  to avoid any 
confusion the term "will" has  been 
substituted for "may." 

S-02 I999 007 t(M)( 14-JAN-88- 17: 15:25) 

F4701 .FMT...[ 16,321 ... 8-06-87 



Federal Register / Vol. 53, No. 10 / Friday,  January 15, 1988 / Rules and Regulations 1255 

Section 206.153 Valuation standards- 
processed gus. 

This section is almost identical to 
5 206.152 and the comments received 
were also similar. Therefore, MMS will 
not repeat the section-by-section 
analysis or response to comments for 
this section. Interested persons should 
refer to the corresponding part of 
8 206.152. 
Section 206.154 Determination of 
quantilies and qualities for computing 
royalties. 

Paragraph 206.154(a) establishes 
procedures for determining the volumes 
and quality of unprocessed gas  that 
must be used in computing royalties. 
Three industry commenters were 
opposed to MMS or BLM assigning a 
point of royalty settlement that is 
different from the lessee's sales point 
where the transfer of title occurs, a s  
stipulated in the lessee's arm's-length 
gas sales contract. 

MMS must recognize that the proper 
point of royalty valuation is the lease 
and that MMS cannot confiscate the 
entrepreneurial profits which are  added 
by downstream activities of the lessee 
and are not part of the value of the 
production in which the lessor is entitled 
to share. 

Two industry commenters stated that 
this provision is inconsistent with the 
statutes, lease terms, and the proposed 
gross proceeds valuation methodology. 

MMS Response: Historically, MMS 
has required that royalties be  computed 
on the basis of the quantity and quality 
of unprocessed gas  in marketable 
condition a s  measured on the lease 
unless prior approval to measure off- 
lease is obtained from BLM or MMS. for 
onshore and offshore leases. 
respectively. This will assure the lessor 
that the total production from the lease 
is accounted for. This provision is 
consistent with the statutes, lease terms, 
and the gross proceeds valuation 
methodology because this provision 
establishes a point of royalty 
measurement lipon which a quantity, a t  
a quality, is valued for royalty purposes. 

One industry commenter stated that 
paragraph (a)(z) would adjust the price 
received under a n  arm's-length contract 
in the event that there were some line 
loss between the point of royalty 
settlement and the point of sale. The 
commenter stated that the arm's-length 
contract whose quantity provisions 
MMS would modify requires the 
purchaser to pay only for production 
which is actually received but, by 
adjusting the quantify figures, MMS is, 
in effect. amending. solely for royalty 

One industry commenter stated that 

purposes, the deal between the lessee 
and the purchaser. 

MMS Response: The MMS must 
structure its royalty accounting program 
to be  in concert with the administration 
of oil and gas  leases by the other 
components of the Department of 
Interior's full mineral leasing program. 
As such, this provision simply 
recognizes that it is the measured 
production, a s  required by BLh4 or MMS 
operations personnel, that must be 
valued for royalty purposes. 

Paragraph 206.154(b) establishes the 
procedures for determining the quantity 
of residue gas  and gas  plant products on 
which royalty must be  paid. One 
industry comrnenter suggested that this 
provision be  reworded to indicate that 
"net output" means the production from 
the plant and not tailgate deliveries. The 
commenter stated that net monthly 
output could be interpreted to mean 
plant tailgate deliveries. The commenter 
said that if this were the case. royalty 
would not be paid on plant products 
until they were sold. 

Anothe- commenter stated that, in 
current marketing situations, it is 
impossible to avoid temporary storage 
of gas plant products. The commenter 
said that purchasers are  nominating 
volumes they will purchase which may 
or may not coincide with production. 
The commenter also stated that 
royalties should not be paid on 
production stored until it is sold 
because, in that manner, value can be  
properly determined. The commenter 
said that residue gas  must be delivered 
a s  produced because there will normally 
be no means by which the lessee can 
store it. 

MMS Response: As adopted at 
5 206.151, net output means the quantity 
of residue gas and  each gas  plant 
product that a processing plant 
produces. Therefore, royalty is due on 
residue gas  and gas  plant products a t  
the time they are  produced. 

One industry commenter stated that 
this mefhodology of net output is 
contrary to the MMS concept of gross 
proceeds accruing from the sale under 
a n  arm's-length contract. The 
commenter said that many gas  plants 
place the net output in temporary 
storage awaiting sales and that the net 
output of gas  plant products i s  not 
valued until removal from temporary 
storage and sale. The commenter stated 
that, if  this paragraph is implemented, it 
is probable that there would be  many 
MMS audit exceptions as a result of the 
valuation of net output rather than 
actual sales from temporary storage 
facilities. 

One industry commenter stated that it 
may be difficult to establish the value of 

the product that remains in stori~ge. The 
commenter also stated that, if the lessee 
is forced to compute a value, then the 
concept of "gross proceeds" becomes 
meaningless because the lessee. in 
effect. becomes the purchaser of the 
product. The commenter claims that 
when the product is disposed of a t  a 
later date, MMS would have no basis on 
which to review the proceeds eventually 
realized by the lessee for sale of the 
production. 

AIMS Response: The MMS believes 
that there is no conflict between the 
gross proceeds methodology and these 
provisions. I t  must be recognized that i t  
is the volume of gas leaving the lease 
which must be valued, for royalty 
purposes, and the use of the cumulative 
value of any condensate recovered 
downstream of the point of royalty 
settlement without resorting to a 
manufacturing process, plus the residue 
gas  and gas  plant products, less 
applicable allowances, is the method by  
which this is done when gas  is 
processed. Therefore, all such 
condensate, residue gas. and gas  plant 
products attributable to this production 
must be used in determining value. 
Adjusting the gross proceeds to reflect 
the nei output attributable to the lease 
would be accomplished by applying the 
unit value established by the actual 
product sales  to the portion of the net  
output attributable to the lease, which 
w a s  not sold in the month produced. 
Likewise, if the quantity of any  product 
sold during a month is greater thsn the 
net output attributable to a lease 
because of sales of a quantity of product 
which w a s  previously placed in storage, 
the gross proceeds would be reduced. If 
proper documentation is maintained by  
the lessee and made available to MMS 
during a n  audit, no audit exceptions 
should result. 

Paragraph 206.154(c) establishes the 
procedure to allocate the net output of a 
processing plant back to the leases. One 
industry commenter proposed that the 
language be  modified to reflect the view 
that any lease allocation method agreed 
to between a seller and purchaser and/  
or processor will be deemed acceptable, 
including methods where the parties are 
affiliates, subject to review by MMS. 

One industry commenter suggested 
that any contractually prescribed 
method should be  deemed acceptable in 
preference to  "a generally accepted 
lease allocation method", which may be  
a contention in the future. 

An industry group recommended that 
MMS reLognize the validity of allocation 
methods approved by BLV. 

MMS Response: The MMS has 
adcptcd a specific procedure for 
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allocating tho net output of a processing 
plant back to leases. The method 
adopted is the method prescribed by the 
current regulations. The MMS believes 
that this Frocedl!re is the predominant 
method used by industry. However. 
MMS has  adopted a provision in the 
final rule whereby a lessee may request 
approval of other allocation methods. 

One industry commenter suggested 
the addition of the sentence "This same 
methodology shall also apply to 
allocations among unitized and 
communitized areas." The commenter 
believed that this inclusion of units and 
cummunitized areas w a s  intendod. 

One Federal agency commenter 
suggested the modification of the 
proposed rule to include a tight 
definition of the t t  rm "generally 
accepted." The commenter said this 
term should be defined a s  a n  allocation 
method used consistently by a majority 
of gas plant operators and this method 
must be in accor6ance with the method 
promulgated by hi1 industry group such 
a s  COPAS. 

MMS Response: The final rule 
adopted limits the use of methods ofher 
than the orle prescribed, a s  outlined 
above. Therefore, the term "generally 
accepted" has  been eliminated from the 
final rule. Unitized and communitized 
areas  will be covered under this 
provision and MMS does not deem i t  
necessary to add a specific reference. 

Paragraph (d)  prohibits deductions 
from royalty volume or royalty value for 
actual or theoretical losses. Indian and 
State commenters agreed with this 
provision. stating that no deductions 
should be allowed for actual or 
theoretical losses prior to the point of 
royalty settlement. 

Many industry commenters stated 
that line losses are  attributahle to 
several factors. They stated that line 
losses are  partially attributable to 
metering differences and partially 
attributable to physical factors, and they 
are  a part of the reality of oil and gas  
field operations. They believed that the 
provision should be amended for both 
valuation and allorvznce purposes to 
provide a credit for line loss not 
attributable to negligence, because such 
a change in the regulations would be in 
conformance with FOGRMA. They 
stated that allowing losses would also 
make the allowance regulations conform 
to the overall market orientation 
underlying the \ aluation proposal, 
because costs associated with line loss 
are  commonly explicit components of 
arm's-length contracts and tariffs. 

MMS Response: When a volume of 
gas, upon which royalty is due. has  been 
determined in accordance with the 
requirements of MMS's offshore 

operations and BLM's onshore 
operations personnel, MMS must col!ect 
royalty upon its value. Likewise, it is 
imperative that the quantities of residue 
gas  and gas  plant products attributable 
to a lease be  determined once, and only 
once. and royalty paid on those 
volumes. This is consistent with the 
historical practice of the Department. 
The treatment of line losses as a cost of 
transportation is addressed later in this 
preamble. 
Section 206.255 Accounting f.r 
comparison. 

In the proposed rule, MMS required 
so-called dual accounting only in 
situations where the lessee (or a person 
to whom the lessee transferred gas  
pursuant to a non-arm's-length contract] 
processes the lessee's gas and, after 
processing, the residue gas  is not sold 
pursuant to a n  arm's-length contract. 

the removal of the tequirement to 
perform dual accounting for OCS gas 
sales where the residue is sold pursuant 
to an arm's-length contract is a 
substantial improvement in the 
regulations which will reduce 
paperwork for both MMS and lessees. 

Another industry commenter 
endorsed the MMS's decision to abolish 
"accounting for comparison'' (more 
commonly known a s  dual accounting) 
for processed gas  except where the 
lessee has  no arm's-lengih contract for 
the sale of residue gas  cr where dictated 
by lease terms. The commenter had no 
objection to such value comparison if  
the gas  is processed in a lessee-owned 
plant. and the residue gas  is not sold 
under a n  arm's-length contract. 

Several industry commenters stated 
that they believed the continuation of 
dual accounting for most processed gas 
in non-arm's-length residue sales is 
unnecessary. They said that because the 
residue gas  will be  valued pursuant to 
MMS'B guidelines in both arm's-length 
and non-arm's-length situations. the 
elimination of dual accounting for one 
and not the other will create substantial 
administrative effort when both arm's- 
length and non-arm's-length residue 
sales occur a t  the same plant. They also 
stated that a s  long a s  a Eubstan!ial 
portion of sales from a plant continue to 
be  arm's-length, which they propose to 
be  set a t  25 percent or higher, 
elimination of the dual accounting 
requirement for the remainder of that 
plant will not result in any lesser degree 
of accuracy in determining market 
value. 

One industry commenter stated that 
this provision stops short of being 
totally consistent with other MMS 
proposals on gas valuation. The 

Some industry commenters stated that 

commcnter said that inasmuch as MhlS 
has determined that there is a n  
acceptable method to value residue ges 
sales under non-arm's-leiigth or no- 
contract situations. there is justification 
for eliminating dual accounting for 
residue gas  valued in accordance with 
this provision, regardless of the types of 
sales contracts. 

Another industry commenter believes 
that royalty is due only on the market 
value of gas. associated products, and 
oil because they a re  produced at  the 
wellhead. The commenter stated that 
the concept of dual accounting under 
which MMS assesses royalty on either 
the valae of the principal and associated 
products after processing or the value of 
the unprocessed gas. whichever is 
higher, is fundamentally unfair. 

Two industry commenters 
recommended that this paragraph be 
deleted because dual accounting results 
in higher value to the lessor than the 
lessee. They believed that the value 
should be based upon the value of the 
unprocessed gas a t  the lease if the gas is 
not processed, or upon net realization 
(gross pr:tceeds minus aIIowances) if gas  
is processed, and not the higher of the 
two. They stated that. because the 
proposed method is applied af!er the 
fact. only the lessee bears any losses. 
Another commenter stated tha! it would 
be  unfair and inequitable to require the 
payment of royalty c n  a basis higher 
than the value of the processed gas  
when the value differential is not 
because of the negligence or imprudent 
actions on the part of the lessee but 
instead represents the current market 
fluctuations for the gas plant products 
and residue gas. The commenter also 
suggested the addition of the word 
"applicable" before the word 
allowances in paragraph (a)(l). 

MMS Response: To ensure that the 
Federal and Indian lessors receive the 
proper royalties, MMS continues to 
believe that dual accounting must be  
used where the lessee, or a person tr, 
whom the lessee has transferred gas  
pursuant to a non-arm's-lerigth contract 
or no-contract situation, processes the 
lessee's gas and, after processing the 
sas. the residue gas  is not  sold pursuant 
to an arm's-length contract. This 
provision will encourage the producer 
under a non-arm's-length contract to 
obtain the highest price for the gas  
produced whether that higher price 
comes from processing the gas  or 
whether it comes from selling the 
unprocessed gas. 

One industry commenter stated that 
dual sccounting imposes a n  
unreasonable accounting burden on 
both the lessee and the Department atld 
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allows the Department to effectively 
second-guess the lessee each month on 
the decision to process the gas. 

MMS Response: The MMS's current 
policy is to require dual accounting for 
al l  offshore gas  processed by the lessee. 
including affiliates. and for onshore gas  
processed by the lessee in a lessee- 
owned plant or onshore gas sold to a n  
affiliate of the lessee and that affiliate 
processes the gas. Because the 
requirement for dual accounting adopted 
in the final rule eliminates some o l  the 
current requirements. thc accounting 
and administrative burden should be 
reduced for both industry and MMS. 

provided for dual accounting where 
required by the terms of a Federal or 
Indian lease. Industry commenters 
agreed with this provision provided that 
the leasr: terms. whether Indian or 
Federal, specifically require dual 
a ccoun ling. 

Three Indian commenters stated that 
dual accounting should be required for 
all Indian leases whether specifically 
stated in the lease terms or not. They 
stated that this is needed for the 
Secretary to fulfill his trust 
responsibilities to the Indians. 

adopted this provision essentially a s  
proposed. 
Section 206.156 Transportation 
allowances-general. 

The MMS received a large number of 
comments from the States. Indians. and 
industry on this section of the 
regulations. Comments on 
transportation allowances which did not 
relate to any specific section of the 
regulations were considered to be 
addressed to the General section of the 
transportation regulations. 8 206.156. 
These comments addressed four broad 
issues-validity issues. adequacy/ 
inadequacy issues, post-production 
costs and other cost issues. and issues 
relating to the definition of terms. 

any transportation allowances 
whatsoever and proposed that MMS 
should not consider transportation 
allowances as valid deductions from 
royalty computations, or only consider 
stich allowances if  transportation is 
necessary for lease development or 
results in a higher royalty. 

Some State and Indian commenters 
stated that transportation allowances 
should only be  granted when necessary 
(1) to market the product, (2) to promote 
developnent of the lease, (3) t3 obtain a 
higher royalty value, (4) to enhance 
offshore development, or (5) i f  the 
royalty revenue increases enough to 
offset the allowance. The key word in 

Proposed paragraph (b) specifically 

MMS Response: The MMS has 

1. One issue concerned the validity of 

these comments was  "necessary." None 
of the parties believed that any  
transportation allowance should be  
given if  i t  was  not necessary. A State 
representative suggested approving the 
transportation allowances on the basis 
of individual cases only if necessary. 

One Indian commenter stated that 
only the reasonable, actual, and 
necessary transportation costs from a 
lease boundary to a point of sale should 
be  allowed and the costs should not 
include any prolit or allocated overhead 
from the regional or home office. 

One Indian commenter stated that the 
regulations should establish 
transportation allowances as a n  
exception, not as a rule. 

that MMS should not grant any 
transportation allowances a s  a 
deduction againat Indian royalties. The 
commenters opposed the transportation 
allowance for Indian leases for such 
reasons a s  (1) Indian leases d o  not 
provide for transportation a s  a 
deduction from royalty, and (2) 
transportation allowances have never 
been granted for Indian leases. 

The Indian commenters emphasized 
that MMS must take into account its 
trust responsibility to the Tribes and 
allottees in preparing valuation 
regulations. These commenters advised 
that MMS must protect the Indians' 
interests. 

The MMS received comments from 
Tribes and State representatives 
asserting that the royalty interest should 
be cost-free. These comments all 
stressed that royalties have always been 
and should always remain free of costs. 
All commenters believed that the costs 
of making lease production marketable. 
including transportation, a re  the 
responsibility of the lessee. A State 
representative suggested that MMS 

keep the door closed on all 
presale costs. Once it's opened, it's hard 
to let only the chosen ones in." 

MMS Response: Based on Interior 
Board of Land Appeals decisions, 
Solicitor opinions, and judicial 
decisions. i t  has  been DO1 pdicy  since 
1961 to grant transportation allowances 
when production is moved to a sales 
point off the lease in order to calculate 
the value of the product a t  the lease. 
Furthermore, the IBLA has specifically 
ruled that transportation allowances 
must be granted for Indian leases. Kerr- 
McCee Corp., 22 IBLA 124 (1975). 
Therefore, the transportation allowance 
regulations being adopted a re  consistent 
with past practice and consistent with 
the Secretary's responsibility to the 
Indians. The MMS believes generally 
that royalty should be  free of cost. 
tiowevcr. values miiy need to be 

Several Indian comrnenters stated 

'.. t 

adjusted for transportation and/or  
processing to determine value at  the 
lease. The MMS believes that the policy 
of granting transportation allowances to 
properly value lease production is 
appropriate and should continue. 

2. Another issue concerned the 
adequacy or inadequacy of the proposed 
gas  transportation regulations in 
general. Some commenters believed that 
the regulations were generally deficient, 
while others pointed to specific 
instances where changes should be 
made to improve their specific 
applicability. Following is a brief 
summary of these types of comments. 

commented on the fiexibility of the 
regulations. One industry commenter 
stated that the regulations should be 
modified to embrace both traditional 
and nontraditional transportation 
arrangements. Another industry 
commenter suggested that the 
regulations should accommodate 
changes in transportation and 
marketing. One State representative 
expressed concern tha: the regulations 
d o  not address new marketing 
opportunities related to the unbundling 
of pipeline services and market area gas 
storage which aliow for greater sales 
levels in higher priced periods. 

The MMS received comments from 
Tribes regarding the relationship 
between the lease terms and the 
regulations. One commenter requesfed 
that the regulations not be  allowed to 
change (he lease terms. Another 
commenter stated that the regulations 
should be  consistent with the lease 
terms. A third commenter stated that, 
where the lease is silent, the regulations 
should not allow the gross proceeds 
received under an arm's-length contract 
to be reduced for transportation costs. 

The MMS received comments 
regarding !he effect of transportation 
allowances on revenues. A Stale 
organization stated that MMS should 
develop simple and concise ruIes that do 
not adversely affect Western States' 
revenues, and which will allow for more 
effective auditing. One Tribe requested 
that the royalty rate not be decreased in 
efiect by redefining the rate basis. One 
local community commenter stated that 
the proposed regulations should not be 
issued without assessing the impact on 
the school or other local subdivision 
budgets. Five local community 
comrnenters opposed the proposals on 
the grounds that deductions would be 
taken too liberally, or perhaps royalty 
payments would be eliminated 
comFletely. 

should apply only to new leases, One 

Some industry and State respondents 

One Tribe stated that the regulations 
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industry party and one Tribe 
recommended that a separate set of 
regulations be developed for Indian 
lands only. 

MMS Response: The MMS believes 
that the regulations are  complete and 
are  sufficiently flexible to apply to the 
different types of gas  transportation 
arrangements that might arise in the 
future. MMS is aware of nothing in the 
transportation allowance regulations 
that would change the terms of any 
Indian mineral lease. The MMS agrees 
that the procedure for determining a 
transportation allowance places initial 
reliance on the gas industry. However, 
this program will be  under continuous 
review and oversight by MMS. Thus. the 
ability to effectively review, evaluate. 
and audit transportation allowances has  
been maintained under the new 
regulations. The MMS believes that the 
consideration of transportation costs is 
necessary to determine the value of 
lease production at  the lease. 

3. One broad issue discussed by 
commenters was  the deduction of post- 
produciion costs and other costs from 
royalty payments. 

The MMS received many comments 
concerning the issue of post-production 
costs a s  a n  allowable deduction from 
royalty. Many industry commenters 
commented in favor of allowing all post- 
production costs to be deducted from 
the royalty portion. 

MMS Response: This section of the 
regulations addresses only 
transportation allowances. The issiie of 
post-production cost allowances is 
properly addressed in other sections of 
the regulations. 

commenters concerns the definition of 
terms used in the regulations. 

Some industry respondents 
commented that the term "reasonable" 
should be deleted from this section. One 
industry concern w a s  that this term will 
only result in a wide diversity of opinion 
a s  to what a reasonable cost is. 

One industry representative suggested 
that the term "actual" should be deleted 
for clarification purposes. 

The MMS received several comments 
from the States, Indians, and industry 
suggesting that the term "remote from 
the lease" should be defincd or changed. 
An industry representative stated that 
many terms. such a s  "remote" and "field 
gathering" beg for definition. This 
commenter requested that a distinction 
between "ga t heri ng" and 
"transportation" be delineated, for 
royalty purposes, and also suggested 
that the term "remote" should mean 
anything outside the lease boundary. 
Two industry comrncntcrs idcntically 

4. One issue commented on by several 

recommended changing this phrase to 
"first available market." 

"reasonable" is defined by the Merriarn- 
Webster New Collegiate Dictionary a s  
"moderate, fair." The MMS intends that 
this sitme definition apply in the 
determination of a transportation 
allowance. 

The MMS agrees that the term 
"gathering" should be  defined. The 
definition of "gathering" has  been 
included in 9 208.151 and w a s  discussed 
above. The phrase "remote from the 
lease" has  been deleted from the final 
rule which uses the phrase "off the 
lease." 
Section ZOS.lSS(b) 

The MMS received several comments 
on paragraph (b), proposed as paragraph 
(c), which requires that transportation 
costs be allocated among all products 
transported. The proposed paragraph 
also provided that no allowance may be 
taken for transporting products which 
are not royalty-bearing. 

Industry commenters recommended 
deletion of this paragraph. One industry 
representative stated that transportation 
costs represent the rate for moving the 
aggregate product stream. The industry 
commenters stated that allocation is a n  
administrative burden and is unfair and 
inequitable. and i t  is inequitable to 
require allocation of transportation 
costs for the incidental movement of 
nonroyalty-bearing products. 

recommended that transportation costs 
be taken a s  a n  aggregate charge against 
the value of the f u l l  product stream. 

One industry representative stated 
that this paragraph adapts  a n  unrealistic 
transportation deduction exception by 
not allowing a transportation deduction 
for nonroyalty-bearing products. 
According to this commenter. practical 
realities dictate that nonroyalty-bearing 
products entrained with gas be  
transported. 

Other industry commenters 
recommended that allowances be  
granted for nonroyalty-bearing 
substances up to 30 percent of the 
volume of the transported stream. 

MMS Response: The MMS does not 
agree with the commenters' proposal 
that the cost of transporting nonroyalty- 
bearing substances should be  shared by 
the lessor in all instances. However, 
upon review, MMS has  recognized that 
it is appropriate to provide a n  allowance 
which includes the costs of transporting 
certain nonroyalty-bearing substances 
such a s  waste  products, including water. 
For example, there may be 
circumstances where tramportation of 
water along with the royalty-bearing 

MMS Response: The term 

One industry representative 

portion of the production is necessary. 
For other than waste products. the final 
rule provides, however, that prior MMS 
approval is required before a n  
allowance may be taken for the costs of 
transporting nun-royalty-bearing 
substances. 

of transportation costs in situations 
where more than one product is 
involved could be burdensome. 
However, i t  is MMS's experience that 
the allocation requirement would only 
be  burdensome in a few instances 
where the products being transported 
are  not all in the same physical slate. 
Section .?ffi.lSS(c). 

paragraph (b). The MMS received a 
Iarge number of comments on this 
provision which limited the 
transportation allowance to 50 percent 
of the value of the product transported. 
The comments on this paragraph related 
to one major topic: Whether the 
limitation should be  eliminated or 
retained. 

Industry commenters and trade group 
representatives stated that MMS should 
abolish the 50-percent limitation for one 
or more of the followjng reasons: (1) If 
the proposed limit is retained, the 
exception to the 50-percent limitation 
may not be exercised freely enough: (2) 
The 50-percent limit could impose a 
serious economic deterrent to the 
development of frontier areas: (3) The 
limitation figure is strictly arbitrary and 
totally rmjust to the lessee/working 
interest owners: (4) I t  would be a rare 
case when a natural gas transportation 
cost would come close to the proposed 
50-percent cap, much less exceed it: and 
(5) The proposed 50-percent cap  is a 
deviation from the stated intent of MMS 
to base royalty valuation on "gross 
proceeds." 

Several commenters stated that MMS 
should approve requcsts for 
transportation uiiowances exceeding the 
50-percent limitation upon submission of 
adequate documentation by the lessee. 

Many industry commenters and trade 
groups stated that MMS should allow 
lessees to carry forward transportation 
costs otherwise allowable (except for 
the !%-percent limitation) from the 
current year to subsequent years. 
According to the commenters. this 
procedure should be applied to all 
transportation systems, but it would be  
especially important in the frontier 
areas. One commenter from industry 
stated that MMS should not permit roll 
forwards because i t  would create 
paperwork and allow the lessees to use 
the 50-percent limit permanently. 

The MMS is aware that the allocation 

Paragraph 206.156(c) w a s  proposed a s  

S-02 1999 0075(04)( 14-JAN-MX- 17: I5:3h) 

F4701 .FMT... [16,32] ... 8-08-87 



Federal Register / Vol. 53, No. 10 / Friday, january 15, 1988 / Rules a n d  Regula t ions  1259 

lndustry commenters and trade groups 
stated that the 50-percent limit could he 
a disincentive for exploration and for 
building transportation systems when 
costs exceeding the cap may not be  
recovered. 

One State representative stated that 
the 50-percent limitation provides 
incentive to keep costs under control 
while allowing some relief for legitimate 
hardship conditions. 

suggested that MMS should specify the 
conditions for which MMS will approve 
a n  allowance in excess of 50 percent. 
Three Indian commenters and one 
Congressman recommended that the 
standard should be whether the 
allowance in excess of 50 percent is in 
the best interests of the lessor. 

MMS Response: The MMS hes  
decided generally to retain the 50- 
percent limit on transportation in the 
final rule. For unprocessed gas valued 
pursuant to $ 206.152. the transportation 
allowance deduction based on a selling 
arrangement is limited to 50 percent of 
the value of the unprocessed gas 
determined in accordance with 
5 206.152. For processed gas. the 
transportation allowance for gas  plant 
products or residue gas based on a 
selling arrangement is limited to 50 
percent of the value of the residue gas  or 
gas plant product determined in 
accordance with 5 206.153. Natural gas 
liquids are  considered one product. 

A lessee may request. and MMS may 
approve, a transportation allowance in 
excess of 50 percent i f  the lessee 
demonstrates that the costs incurred 
were reasonable. actual. arid necessary. 
Thus. the 50-percent threshold merely 
gives MMS the ability to monitor more 
closely the situation where the 
allowance based on reasonable actual 
costs will exceed that limit. In no event 
may the allowance for any lease product 
equal IC0 percent of the value of that 
product. MMS received comments that 
the transportation allowance in excess 
of 50-percent should be allowed only 
when i t  is in the "best interests of the 
lessor." MMS did not include this 
standard because i t  is too subjective. 
The requirement that the costs be 
"reasonable. actual. and necessary" is 
sufficient to protect the lessor's 
interests. 

rule any specific standard a s  to when 
the 50-percent limit may be exceeded. 
This will require a case-by-case 
determina tion. 
Section 206.156(d). 

The MMS received comments from 
industry representatives on this 
paragraph (d), which recommended that 

Several industry commenters 

The MMS is not including in the final 

S-02 1999 0()76(W)( 14-JAN-88- I7:15:38) 

MMS should be required to pay interest 
on overpayments by lessees to the 
extent permitted by law. 

MMS Response: The MhlS has  no 
legal authority to pay interest to lessees 
on their overpayments. 
Section 206.157 Determination of 
Transportalion All0 wances. 

Paragraph [a) of the regulations 
addresses transportation allowances 
where the lessee has a n  arm's-length 
contract for transportation services. The 
MMS received many comments on this 
paragraph of the regulations. Although 
there were comments on a wide variety 
of subjects, 11 principal issues were 
addressed: Acceptance of arm's-length 
transportation agreements: excessive 
penalty and retroactive approvals: 
MhlS's approval of the transportation 
allowances: acceptance of 
transportation reduced prices: status of 
currently approved allowances: required 
filing every 12 months: allowance on 
nonroyalty bearing production: 
allocation of transportation costs; 
suggested deletion to regulations; period 
for filing a proposed allocation: MMS 
payment of interest on lease 
overpayments: and clarification of the 
conversion process. 
1. Acceptance of arm's-length 

transportation agreements as a n  
accurate indicator of reasonable, actual 
costs. 

Industry commenters supported the 
proposal to accept arm's-length contract 
costs a s  a reasonable transportation 
allowance. These commenters explained 
that arm's-length contracts provide a n  
accurate indicator of "reasonable actual 
costs" because they reflect the true 
costs to the lessee for transporting 
production to a sales point downstream 
of the lease. 

Some Tribes expressed serious 
concern about the validity of using 
arm's-length contracts a s  a n  indicator of 
value. One Tribe stated that arm's- 
length contracts are  not a bone fide 
indicator of reasonable, actual costs. 
One Tribe expressed doubt that there 
can ever be a n  arm's-length contract 
between companies in the gas industry. 
Another Tribe stated that arm's-length 
contracts should not be accepted unless 
a thorough analysis of lessee/purchaser 
affiliations is undertaken. One Tribe 
also expressed considerable doubt that 
the criteria used by MMS would assure 
that a n  arm's-length contract is present 
in any given case. An Indian trade 
organization stated that MMS should 
establish appropriate criteria to 
determine the accuracy and 
reasonabletiess of allowances granted 
under arm's-length contracts [and non- 
arm's-length contract situations). 

MMS Response: The MMS currently 
used the payments made by a lessee 
under a n  arm's-length transportation 
agreement a s  a n  accurate indicator of 
reasonable, actual costs. The MMS has 
determined that payments made under 
arm's-length contracts are  the best 
available indicator of reasonable, actual 
costs incurred by the lessee. MMS has 
added a sentence clarifying that the 
lessee has  the burden of demonstrating 
that its contract is arm's-length. MMS 
also has  added two new paragraphs to 
address situations where a contract, 
though arm's-length, should be treated 
a s  non-arm's-length pursuant to 
paragraph (b). The first situation is 
where MMS determines that the 
transportation contract reflects more 
than the consideiation transferred from 
the lessee to the transporter for the 
transportation: i.e., the transportation 
cost has  been inflated. The second 
situation is where the MMS determines 
that there has  been misconduct by or 
between the contracting parties, or 
because the lessee otherwise has  
breached its duty to the lessor to msrket 
the production for the mutual benefit of 
the lessee and the lessor. The types of 
misconduct or breach of duty which 
would trigger application of these 
provisions are  essentially the same a s  
those discussed above in the valuation 
section. 

2. Disallowance of a transportation 
allowance for a reporting period not 
covered by a Form MMM295.  

The MMS received responses from 
several industry commenters and 
industry trade groups stating that the 
disallowance of a transportation 
allowance for a reporting period not 
covered by a Form MMS-4295 is a n  
excessive penalty for what w a s  
considered by the commenters to be  
such a minor infraction of the rules. The 
point w a s  also made that the lessee 
does not always have the data to timely 
file a Form MMS-4295 before the Form 
MMS-2014 is filed. 

Many commenters stated that the 
regulations should have a provision 
allowing transportation allowances on a 
retroactive basis because a lessee does 
not always have the details on 
transportation worked out before 
production begins. Thus, i t  sometimes is 
necessary to go back and revise data  
related to a n  allowance after 
agreements are reached because of the 
fast changing current oil and gas 
markets. 

It was  suggested that MMS should 
consider a monetary fine for failure to 
file, or disallow the deduction for any 
period until Form MMS-4295 is filed. 
The lessee would not lose a deduction. 
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but would be precluded from taking the 
deduction until the proper forms are  
submitted to MMS for the periods 
covered. 

M M S  Response: After careful 
consideration of the comments, MMS 
has  determined that the reporting 
penalties included in the proposed 
regulations were excessive. The MMS 
has also considered the comments on 
retroactive approvals and has  revised 
the final regulations to allow lessees to 
request transportation allowances 
retroactively for a period of not more 
than 3 months prior to the first day  of 
the month that Form MMS-4295 is filed 
with MMS, unless MMS approves a 
longer period upon a showing of good 
cause by the lessee. Also. paragraph (d) 
of the final rules provides that if a lessee 
deducts a transportation allowance on a 
Form MMS-2014 without complying 
with the requirements of this section, the 
lessee will owe interest on the amount 
of the deductions until the date  proper 
forms are  filed. However. the lessee will 
be required to repay the amount of any 
deduction disallowed because of the 
limitation on retroactivity. 

3. l h e  MMS's preapproval of 
transportation allowances. 

The proposed rule provided that prior 
MMS approval was  not required before 
a lessee could deduct a transportation 
allowance based on an arm's-length 
contract. Representatives of trade 
organizations, oil end gas  companies. 
and one business expressed approval of 
the self-implementing concept for 
transportation allowance regulations. 
This was  seen a s  a method of relieving a 
considerable administrative burden on 
both industry and MMS. Tribes 
disagreed with the self-implementing 
nature of the regulations because i t  w a s  
seen a s  a method of establishing the 50- 
percent limitation a s  a floor for 
transportation allowances. 

One Tribe stated that MMS should 
preapprove all transportation 
allowances and should do so only on a 
showing of necessity to promote 
development or a showing that a higher 
value could be obtained for the gas  a t  a 
point of sale away from the lease. I t  was 
also pointed out by this commenter that 
neither the MMS nor Indian Tribes have 
the resources to audit all leases and, if  
these allowances a re  not monitored "up 
front," they will never be  audited. 

MMS Response: The MMS considers 
arm's-length contracts a valid indicator 
of reasonable, actual costs. Thus, i t  is 
not necessary to preapprove 
transportation allowances based on 
such contracts. The MMS will monitor 
the transportation allowances. and they 
w e  suljcct to Iiltcr audit. 

4. Acceptance of transportation- 
reduced prices without requiring the 
filing of Form MMS4295 for both arm's- 
length and non-arm's-length situations. 

Representatives of oil and gas  
companies and trade organizations 
commented that MMS should accept 
transportation-reduced prices without 
requiring the filing of Form MMS-4295 
for both arm's-length and non-arm's- 
length situations. It w a s  believed that 
this policy would reduce the 
administrative burden on industry and 
MMS. However, one commenter 
disagreed with this proposal because it 
w a s  considered n potential technique to 
exceed the 50-percent limitation 
provisions of the regulation. 

determined that the regulations should 
be revised to provide that transportation 
factors which reduce arm's-length sales 
contract or posted prices a re  to to 
considered a s  reductions in value rather 
than transportation allowances. This 
provision is included in paragraph (a)(5). 
However. so a s  not to provide a means 
of avoiding the 50-percent limit on 
transportation allowances. the final 
rules provide that the transportation 
factor may not exceed 50 percent of the 
base price of the product without MMS's 
approval. 

5. Should current approved 
transportation allowances remain in 
effect until they expire? 

Industry respondents stated that the 
transportation allowance reported on 
Form MMS-4295 should continue until 
the applicable contract or rate 
terminates. or is modified or amended. 
State respondents stated that. because 
some allowances are  currently being 
taken without specific, written MMS 
approval, only those with documented 
approval should be allowed to continue 
without the submission of Form MMS- 
4295. 

revised the regulations in paragraphs 
(c)( l ) (v)  and ( c ) ( ~ ] ( v )  to provide that any 
transportation allowances in effect on 
the dnte these regulations become 
effective will be allowed to continue 
until such allowances terminate subject 
to later audit. However, MMS is limiting 
this provision only to those allowances 
that have written MMS approval. 
Because the regulations are being 
revised to remove any prior approval by 
MMS before a deduction may be  taken, 
and the submission of Form MMS-4295 
is to increase MMS's abilily lo monitor 
the allowances being taken, MMS 
believes that the intent of the final rules 
will be best served by having a11 
allowances to be  deducted under the 
new rules documented a s  of the 
effective date. 

MMS Response: The MMS has  

MMS Response: The MMS has  

6. Should MMS require the filing of 
Form MMS-4295 every 12 months? 

Industry representatives stated that 
there is no benefit to MMS in submitting 
a form that duplicates information on 
file when a change has  not occurred, 
and there is no apparent reason for 
MMS to require the filing of Form MMS- 
4295 every 12 months. One  industry 
representative recommended that this 
section be  deleted. 

MMS Response: The MMS requires 
the annual filing of Form MMS-4295 for 
use a s  a control and monitoring 
mechanism even when there is no 
change in the applicable contract or 
rate. 

7. Should MMS allow transportalion 
allowances for production which is not 
royalty-bearing. 

Several industry representatives 
suggested deleting this section and 
proposed that transportation costs be 
taken a s  a n  aggregate charge against the 
value of lease production or that MMS 
cover cost allocation methodology in the 
MMS Royalty Management Program Oil 
and Gas Payor Handbook. One industry 
respondent recommended deleting any 
references concerning the disallowance 
for transporting lease production which 
is not royalty-bearing. 

MMS Response: As discussed earlier. 
MMS will allow transportation 
allowances that include costs of 
transporting certain production which is 
not royalty-bearing, such a s  waste  
products. 
8. Allocation of a cost applicable to 

more than one product. 
One industry representative stated 

that allocation of costs presents a 
burdensome administrative task. but if 
allocation of costs is deemed necessary, 
i t  should be allocated on the basis of 
relative value rather than on relative 
volume. One business representative 
suggested that MMS provide a n  
alternative allocation procedure for 
situations which would require a 
variance from the proposed allocation 
method. 

Another industry representative 
recommended that allocation be  based 
on the weighted average value of each 
product having a commercial value in 
that area. According to this commenter, 
transportation costs should not be 
allocated to by-products or products 
with no commercial value. 

An industry representative suggested 
using a n  allocation procedure only when 
substantial volumes of nonroyalty- 
bearing products are  being transported 
because of the considerable costs and 
reporting burdens involved in allocuting 
costs. 
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MMS Response: The MMS has added 
a new paragraph which provides that. 
upon request by the lessee, MMS will 
approve the allocation of costs on the 
basis of the values of the products 
transported unless such allocation 
method is not consistent with the 
purposes of the regulations in Part 206. 
In situations involving the 
transportation of both gaseous and 
liquid products. i t  is difficult for MMS to 
provide guidance on acceptable 
methods of allocation because of the 
many different circumstances that exist. 
The MMS believes i t  would be 
advantageous to have the lessee subinit 
an allocation proposal to MMS in these 
situations. 

9. Should MMS extend the period in 
which to submit a proposed allocation 
method? 

Representatives from industry 
suggested periods of 90-180 days, 
instead of the proposed 60-day period, 
to submit a proposed allocation method 
where a n  arm's-length contract includes 
both gaseous and liquid products and 
the transportation costs attributable to 
each cannot be determined from the 
contract. 

Representatives from oil and gas  
companies and one trade organization 
stated that the requirement to submit a 
proposed allocation method within W 
days will create a significant workload 
burden, and a more reasonable 
provision of time would be from 90 to 
180 days. 

MMS Response: The MMS has 
modified B 206.157 (a](3) of the final rule 
to provide a 3-month period. 
10. Should MMS pay interest on lease 

overpayments? 
One industry commenter stated that 

MMS should pay interest on 
overpayments consistent with statutory 
authority. 

M M S  Response: The MMS has no 
legal authority to pay interest to lessees 
on their overpayments. 

process. 

industry commented that proposed 
paragrap!i (a)(5]. concerning the 
conversion of payment to a dollar-value 
equivalent. should not be adopted 
because i t  is too complicated. If i t  is 
retained. i t  should be clarified with 
guidelines. 

MMS Response: The value of 
production upon which royalty is due is 
reported to MMS a s  a dollar value; 
therefore. MMS believe.: that any 
deduction from that value when 
determining the royalty due also must 
be expressed a s  a dollar value. The 
MMS does not consider the conversion 
to a dollar-value equivalent to be 

11. Clarification of the conversion 

Two respondents from the oil and gas 

complicated. This requirement is 
included in 9 206.157(a)(4) of the final 
rules. 

Paragraph (b] establishes the 
procedures for claiming a transportation 
allowance where the lessee has a non- 
arm's-length transportation contract or 
has no contract. The comments received 
under this section addressed eight 
principal issues: Acceptance of State or 
FERC tariffs. use of the benchmark 
system, penalties, prior approval, 
allowable costs. rate of return. retaining 
Alternatives 1 and/or  2, and allocation 
of costs. 
1. Should MMS accept published State 

or FERC tariffs instead of using actual 
costs as the basis for approving 
transportation allowances? 

groups stated that MMS should accepf 
published State or FERC tariffs a s  the 
transportation allowance in non-arm's- 
length and no-contract situations. These 
commenters believed that MMS should 
rely on the expertise of FERC and State 
agencies that set pipeline tariffs to 
determine fair and reasonable 
transportation charges. Several industry 
representatives stated that if MMS does 
not rely on FERC and/or  State tariffs, 
there would be a wasteful duplication of 
effort between FERC. State agencies, 
and MMS. 

consideration. MMS has decided that 
generally the fairest and best way to 
determine transportation allowances for 
non-arm's-length or no-contract 
situations is to allow actual, reasonable 
costs plus an acceptable rate of return 
on the lessee's undepreciated capital 
investment. However, MMS has 
concluded that where a lessee has a 
tariff approved by FERC or a state 
regulatory agency. it is unnecessarily 
burdensome and duplicative to 
recompute costs. Therefore. MMS will 
recognize FERC tariffs (for both Federal 
and Indian leases] and tariffs approved 
by a State regulatory agency (for 
Federal leases] a s  a valid cost in 
computing a transportation allowance 
when i t  is a n  actual (out-of-pocket) 
expense pursuant to a n  arm's-length 
transportation contract. Existence of 
such tariffs for a transportation system 
also will authorize MMS to grant a n  
exception to the requirement to use 
actual costs for non-arm's-length or no- 
contract situations. See discussion 
below. 

allowance be based on the market value 
of transportation service a s  determined 
under a benchmark system? 

Several industry commenters and 
trade groups stated that MMS should 
allow the market value of the 

Many industry commenters and trade 

MMS Response: After careful 

2. Should the transportation 

transportation service based on :I 
benchmark system. 

For those commenters recommending 
a benchmark system for determining the 
transportation allowance, the 
commenters suggested that MMS ailow 
the lessee the market value of the 
transportation service based on a 
benchmark system featuring arm's- 
length contracts and tariffs and cost 
accounting to be  used only a s  a last 
resort. I t  w a s  suggested that this 
procedure w a s  in keeping with the 
market-based concept and objective of 
bringing certainty to the regulations. 

MMS Response: I t  is MMS's past and 
present practice generally to allow only 
those costs which are  directly related to 
the transportation of lease production. 
Costs incurred under "comparable 
arm's-length contracts" or any other 
benchmark criterion may include costs 
such as Federal and State income taxes, 
or socioeconomic costs incurred by the 
lessee in order to obtain State or county 
land access, such a s  the construction of 
schools or city sewer facilities. The 
MMS considered these comments in 
revising the regulations and decided that 
i t  w a s  in the best interests of the 
Government, States. and Indians to base 
gas  transportation allowances on actuai. 
reasonable costs plus a return on 
investment. 

However, in a n  effort to simplify 
procedures for both the lessee and 
MMS, the regulations a t  9 206.157(b)(5) 
will provide a n  exception to the 
requirement to compute actual costs 
where the lessor's interest is adequately 
protected. The lessee must apply to 
MMS for the exception. and MMS will 
grant the exception only if the lessee h a s  
a tariff for the system approved by 
FERC (for both Federal and Indian 
leases) or a State regulatory agency (for 
Federal leases]. However, the rules 
contain protection from unreasonably 
high tariffs. The MMS will deny the 
exception request i f  i t  determines that 
the tariff is excessive a s  compared to 
arm's-length transportation charges by 
pipelines owned by the lessee or others, 
providing similar transportation services 
in that area. If there a re  no such arm's- 
length transportation charges to use for 
comparison, MMS will deny the 
exception request if no FERC or State 
regulatory agency cost analysis exists 
and the FERC or State  regulatory agency 
has  declined to investigate pursuant to 
MMS timely objections upon filing, and 
the tariff significantly exceeds the 
lessee's actual costs for transportation 
a s  determined under the regulations in 
subsection (b](Z]. 

3. Should a penalty be imposed for 
late submission of the Form MMS-4295? 
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One industry commenter objected to 
the penalty of disallowing a 
transportation allowance for failure to 
file the applicable Form MM-295. 

One industry spokesperson stated 
that the lessee should be  assessed a fee 
of $10.00 per day  for each day  the Form 
MMS-4295 is not received. 

One industry comrnenter suggested 
120 days a s  a reasonable time in which 
to submit a completed page one of Form 
M M !?A 295. 

MMS Response: MMS has determined 
that the reporting penalties included in 
the proposed rule were excessive. MMS 
also has  considered the comments on 
retroactive approvals and has  revised 
the final regulations in 9 208.157(b)(1) to 
allow lessees to request transportation 
allowances retroactively for a period of 
not more than 3 months prior to the first 
day of the month that the Form MMS- 
4295 is filed with MMS, unless MMS 
approves a longer period upon a 
showing of good cause by the lessee. 
Also. (d)  provides a n  interest 
assessment for taking a transportation 
allowance without complying with the 
reporting requirements of the 
regulations. a s  well a s  il requirement 
that a lessee repay the amount of any 
deduction disallowed because of the 
limitation on retroactivity. 

for allowances? 

trade group commented that they were 
in support of the self-implementing 
feature of the regulations which would 
not require prior approval of each 
allowance by MMS before the 
allowance could be claimed. 

itpproval of allowances should be  
required. Because of the numhers of 
selling arrangements involving costs, 
these commenters were concerned that 
a s  a practical matter MMS will not 
question or audit the majority of 
deductions. 

One Indian Tribe commenter stated 
that prior approval should be required 
before overhead expenses and 
depreciation are  allowed; otherwise, 
transportation allowances will be 
subject to abuse and Indian royalties 
will suffer. 

One Indian Tribe representative 
stated i t  w a s  not proper to allow 
depreciation, unless prior approval and 
prior audit is required. 

MMS Response: The MMS currently 
reviews and approves all transportation 
allowance requests and has  considered 
preapproval and preaudit of 
transportation allowances. I t  has  been 
decided that a more effective use of 
resources can be attained by doing 
exceptional processing on allowances 

4. Should MMS require prior approval 

Several industry comnienters and one 

States and Indians stated that prior 

and selectively reviewing certain 
nllowances in depth to determine the 
propriety of the allowance reported by 
lessees on Form MMS-4295. Therefore, 
with limited exceptions. no prior ,MMS 
approval will be required. However, the 
lessee will be  re9uired to file a 
completed Form MMS-4295 before 
taking the allowance. 

5. Should costs other than actual. 
reasonable costs be considered in 
calculating the transportation 
allowance? 

Industry commenters stated that State 
and Federal income taxes a re  legitimate 
expense items and should be  allowed. 

One industry spokesperson 
recommended that dismantling costs be  
included in the calculation of 
transportation allowances because this 
is a real cost of doing business; 

recommended that MMS reformulate the 
transportation provisions to allow a firm 
or entity providing necessary 
transportation services a complete 
recovery of costs plus a n  acceptable 
profit for assuming the risks involved in 
providing transporta tion service. 

MMS Response: The MMS views 
income taxes to be a n  apportionment of 
profit rather than a valid operating 
expense. However, interest on money 
borrowed for operations would be  
considered a s  a valid operating expense. 
Interest on money borrowed to build a 
transportation facility is not considered 
allowable. A return on investment is 
given in lieu of interest on capital 
invest ments. 

to calculate return on capital 
investment? 

Industry commenters, trade groups, 
private businesses, one city mayor, and 
Indian Tribes stated that the use of the 
Moody Aaa corporate bond rate 
proposed by MMS in psragraph (b)  is 
inequitable for the rate of return. 
Following are  some of the reasons 
provided by the respondents for this 
viewpoint: 

a. The prime rate represents a nearly 
risk-free return on short-term borrowing. 

b. The use of Moody's Aaa bond rate 
assumes minimal risk and 1W-percent 
debt financing. 

c. For fairness, a rate of return must 
consider both cost of credit and equity 
capital. 

d. A rate of return based solely on a 
prime lending rate would not make the 
investment in the transportation system 
a competitive project when compared 
with other projects. , 

e. The choice of Moody's Aaa rated 
debt i s  very conservative and arbitrary. 

One trade group representative 

6. What rate of return should be used 

Industry commenters and trade groups 
re.commended various alternatives to 
the Moody Aaa corporate bond rate: 
8. A rate equal to 150 percent of the 

20-year T-bill rate. 
b. The prime rate plus 5 percent. 
c. One and onehalf times the average 

30-year T-bill rate. 
d. The 20-year corporate industrial 

bond rated Baa. 
e. A yearly average of the monthly 

rate for 20-year T-bills. 
f. The Zo-year corporate industrial 

bond rated Baa plus 9 percentage points. 
g. One and one-half times the prime 

rate. 
h. The FERC tariff rate of return. 
i. The before-tax rate of return of 

double the Moody's Aaa bond rate. 
j. A specific rate of return should be  

determhed for each lessee. 
MMS Response: The MMS has 

examined several options relating to 
rate of return and decided that a rate of 
return should be  closely associated with 
the cost of money necessary to build a 
transportation system. The MMS is not 
persuaded that a rate of return should 
include a profitability factor a s  a part of 
the transportation allowance. The MMS 
has  examined the use of the corporate 
bond rate very carefully and has  
concluded that the use of such a rate 
would be  feasible and would be 
appropriate for use a s  a rate of return 
considering the risks associated with the 
transportation of gas  and gas plant 
products. There i3 no doubt that there 
are  some very high risks involved with 
some oil and gas  ventures, such as 
wildcat drilling. However. the risk 
associated with building and  developing 
a pipeline to move gas that has  already 
been discovered is a much differen: risk 
(and a risk that can reasonably b e  
insured against) than the risk associated 
with the drilling of a well. Considering 
the risks related to transportation 
systems, a rate of return based on a n  
applicable corporate bond rate would be 
appropriate for transportation systems. 

The MMS has  considered the prime 
rate. the prime rate plus 5 points, one 
and  one-half times the average 20-year 
Treasury Bill rate, the Moody's bond 
rate, Standard and  Poor's bond rate, and 
the other rates suggested by the 
commenters. The MMS believes that the 
use of a n  appropriate rate of return 
based on the corporate bond rate. 
adequately considers the risk associated 
with a transportation system and  that 
there is no rational basis for increasing 
a rate of return by arbitrarily adding 
percentage points simply to increase the 
allowance granted to a lessee. After 
carefully considering the comments and 
the options available, MMS determined 
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that the rate of return should be  based 
on Standard and Poor's BBB industrial 
bond rate. Section 208.157 [b][Z)(v) has  
been revised accordingly in the final 
rule. However, because of the 
substantial and diverse comments 
received on this issue, including 
comments on both the draft final rules 
that the BBB bond rate is not much 
better than the first proposal, MMS will 
issue a notice of proposed rulemaking to 
consider further modifications to this 
section. 

7 .  Should MMS retain the provisions 
of Alternative 1 and/or  Alternative 21 

Some industry commenters 
recommended that MMS retain both 
alternatives of depreciation and  return 
on initial depreciable capital 
investment. One industry commenter 
and one trade group stated that both 
alternatives should be  included in any 
cost-based methodology for 
determination of a transportation 
allowance. One industry commenter 
recommended that both methods be 
made available for use at  the lessee's 
election on the basis of a n  individual 
transportation arrangement because 
adoption of this approach would assure 
the flexibility necessary to adapt to 
unforeseen changes in the business and 
lransporta tion environments. 

Two industry commenters and one 
trade group stated that MMS should 
retain Alternative 1. One industry 
spokesperson sought clarification on 
Alternative 1 to ensure both 
depreciation and return on depreciated 
investments a re  allowed. 

One trade group representative 
endorsed Alternative 2. provided that its 
use is a n  option for the lessee. One 
industry commenter supported 
Alternative 2, suggesting that the initial 
capital investment should be the basis 
for depreciation of  any newly acquired 
transmission facility or gas  plant. One 
trade group representative stated that 
Alternative 2 should be applicable to 
instances where a lessee has purchased 
a transportation system that has  
previously been depreciated to some 
extent. One private business 
representative stated that Alternative 2 
should be available without the 
limitation on new or newly acquired 
transportation systems because i t  
provides a viable substitute where 
original cost records no longer exist. 

recommended not adopting Alternative 
2 because i t  provides a significantly 
lower rate of return to the lessee. 

Two commenters stated that MMS 
should not tie the rate of return to a 
diminishing value. Both commenters 
stated that i f  the intention is to provide 
the lessee with a rate of return for his 

One industry commenter 

invested capital. the lessee should not 
be  penalized by a diminishing return 
caused by tying the return into a 
depreciation option. One industry 
representative stated that, based on the 
current Moody's bond rate, Alternative 2 
should only be  advantageous for 
projects with over 30 years of life. 

inequity could result in the case of 
transferring transportation facilities 
from one party to another because i t  
may be impossible to allocate specific 
capital costs to particular segments for 
purposes of determining the 
depreciation cost allowance and the 
return on undepreciated capital 
investment cost allowances. One 
industry commenter stated that MMS 
should accept a depreciation method 
recognized by FERC whether or not the 
method is one of the two suggested. 
According to the commenter, this would 
eliminate the administrative burden of 
maintaining another set of depreciation 
records. One Federal agency commenter 
suggested there be no restriction on the 
depreciation method used. 

Several industry commenters stated 
that disallowing recapitalization is 
inequitable. One industry representative 
stated that the rule, a s  proposed, 
prohibits a new owner from recovering 
his costs because those costs would be 
based on the present market value of the 
pipeline. One industry commenter stated 
that i t  would be administratively 
burdensome to disallow recapitalization 
because i t  would require the lessee to 
maintain two separate sets of books on 
depreciation, one for normal business 
and one for royalty purposes. One 
industry representative stated that 
prohibiting establishment of a new 
capital cost based upon the sale or 
transfer of a pipeline is inconsistent 
with both the philosophy of arm's-length 
transactions and of approving a n  
allowance based on actual costs. 

the regulation should be more specific 
on how the lessee must adjust for 
continuing changes in reserves. For 
example, the continued development of 
different unitized depths in complex 
geologic areas  or in areas with multiple 
leases will result in the continued 
redetermination of reserves. 

MMS Response: The MMS has  
reviewed the comments received 
regarding 110th Alternative 1 and 
Alternative 2 and concluded that both 
alternatives should be retained. 
However, under the final rule, 
0 206.157(b)(Z](iv)(B), Alternative 2 can 
only be used for transportation facilities 
first placed in service after the effective 
date of  these regulations. 

One industry commenter stated a n  

Two industry commenters stated that 

The MMS has considered the issue of 
recapitalization and decided that i t  was  
appropriate for the Government to pay 
its share for the depreciation of a system 
transporting royalty-bearing gas only 
once. 

issue of basing the rate of return on a 
diminishing value and has  decided that 
this procedure is consistent with 
longstanding Government policy on 
allowances and that MMS should 
continue this policy for transportation 
facilities in operation on the effective 
date  of these regulations. 

depreciation method is at  the election of 
the lessee. If the method does not serve 
the lessee's needs, then a different 
depreciation method may be  chosen. I f  
the reserve life method of depreciation 
is chosen, i t  would be entirely 
appropriate for the lessee to adjust the 
reserve life when changes in reserves 
occur. 

The MMS has  determined that a 
transportation system may be 
depreciated only once, and that the 
depreciation schedule established by the 
original transporter/lessee cannot be 
altered by a change in ownership. 

8. Should costs be allocated among 
lease products? 

Two industry commenters and  one 
trade group suggested deletion of the 
sections requiring allocation of costs 
[ Q  206.157 (b)(3) and (b)(4) of the final 
rule). Two industry representatives 
stated that requiring allocation of 
transportation costs is a n  unjustified 
expense to the lessee and a burdensome 
administrative task for both industry 
and M M S .  

One industry commenter stated that 
allocation of costs among products is a t  
odds with the basic valuation equation. 

MMS Response: MMS believes that 
the cost to transport a product should 
correspond with the product 
transported. MMS recognizes that 
accountability is difficult and allocation 
may be  a burdensome task but there is 
no acceptable way to avoid this 
responsibility. 
Section 206.157(c). 

from industry. Sfates, and Indians on 
paragraph (c), which establishes 
reporting requirements for 
transportation allowances. 

following issues: General comments 
pertaining to the requirement to file for 
allowances, comments on the initial 90- 
day submittal period, the subsequent 
annual requirement to submit Form 
MMS-4295, Gas Transportation 

The MMS has carefully considered the 

The use of reserve life a s  a 

The MMS received many comments 

The comments received addressed the 
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Allowance Report. establishment of 
alternate reporting dates, and 
miscellaneous comments. 

1. The requirement to submit a Form 
MMS-4295 in order to claim a 
transportation allowance. 

Two industry commenters commend 
the MMS for proposing a n  allowance 
that does not require prior approval. 
One industry commenter and one trade 
group disagree with proposed Form 
MMS-4295 because i t  requires too much 
information and puts a burden on 
industry. One trade group representative 
stated that MMS should substitute a 
form entitled "Intent to Take a 
Transportation Allowance" in lieu of the 
complicated annual filings proposed. 
One State representative stated that the 
reporting scheme would demand a 
major commitment of resources and 
would be difficult to administer. One 
trade group commenter stated that 
submission of Form MM-295 will 
greatly increase the paperwork of both 
industry and MMS. Two industry 
commenters stated that, without proper 
public review and comment, they cannot 
endorse the use of Form MM-295. Ten 
cornmenters-seven industry and three 
trade groups-stated that provision 
should be made for allowances currently 
in effect on the effective date  of the 
regulations to continue until the 
allowance expires to avoid a n  undue 
administrative burden on MMS and 
lessees. Some commenters also pointed 
out that flexibility is needed to deal with 
special circumstances such as spot sales 
contracts. 

AIMS Response: Form MMS-4295 is 
required in order for MMS to monitor 
the transportation allowance program. 
The MMS believes i t  can monitor the 
transporta tion allowance deductions 
more effectively than with the 
preapproval of the allowances. The 
MMS has made the information on Form 
MMS-4295 a s  clear and uncomplicated 
a s  possih!e considering the complex 
nature oftransportation allowances. 
The filing of a Form MMS-4295 equates 
to a n  "intent to deduct transportation." 

For arm's-length contracts, paragraph 
(c)( l )  requires the filinR only of page one 
of the Form MMS-4295. Pursuant to 
paragraph (c](ZJ. for most non-arm's- 
length contracts, the lessee must submit 
the entire form. Lessees who receive a n  
exception under subsection (b)[5) and 
are  authorized to use their FERC tariff 
will be required to file only the first page 
of Form MMS-4295. See 8 8 206.157 
(c)(z)(i) and (c)[Z)(viii). 

For transportation allowances in 
effect on the effective date  of these rules 
(which includes only those approvals 
from MMS which are in writing), no 
form needs lo be filed until the 

allowance terminates. See 5 206.157 
(c)[l)(v) and (C)[~)[V).  These continued 
allowances will be subject to audit. 

The MMS has  also included in 
paragraphs (c)(l)(vi) and (c)(Z)[vii) of 
this section authority to establish 
reporting requirements different from 
those in the regulations where necessary 
to accommodate special circumstances. 

2. Requirement to file a Form MMS- 
4295 within 90 days after the end of the 
reporting period. 

One  industry commenter stated that a 
120-day filing period should be  
permitted for filing Form MMS-4295 to 
ease the administrative burden. This 
commenter suggested that if the form is 
not received within the prescribed 120 
days, the lessee could be  assessed a fee 
of $10.00 per day  for each day the form 
is not received. One industry 
representative suggested that a 
minimum 180-day conversion should be  
allowed from the date  of publication of 
the final regulations. 

One trade group representative agreed 
that a 12-month term should be 
endorsed for both onshore and offshore 
allowances. One industry representative 
recommended that allowances be  based 
on data from a full calendar year and be 
reported to MMS by April 1 for the 
preceding year. Nine commenters. seven 
industry and two trade groups, stated 
that a n  annual reporting request is 
unduly burdensome and that lessees 
should only be required to file Form 
MM-295 when there is a change in the 
allowance amount. 

Industry representatives stated that 
failure to file a completed Form MMS- 
4295 should not result in a denial of 
allowances because this constitutes a 
substantial penalty. 

One industry spokesperson stated 
that to ease MMS's workload, each 
lessee should be  assigned a particular 
due date  for filing all forms. One Indian 
trade group was  concerned over the 
provision establishing different 
reporting dates from those specified in 
order to provide more effective 
administra tion. 

One industry commenter on the 
second draft final rule stated that a 90- 
day  filing deadline is unacceptable. 

MMS Response: The final regulations 
in Q 206.157(c)[l)(iii) and (c)[z)[iii) give 
the lessee 3 months after the end of the 
previous reporting period to file the 
required forms. The lessee will continue 
to use the previous allowance during 
that three-month period. Also, a s  
described earlier, the final regulations 
allow for transportation allowances to 
be claimed retroactively for a period of 
not more than 3 months prior to the first 
day of the month that Form MMS-4295 
is filed with MMS. Therefore, even if the 

lessee is not able to timely file the Form 
MMS-4295, the lessee could file the 
Form MMS-4295 and claim the 
transportation allowance on a corrected 
Form MMS2014 at  a later date. 

The MMS concurs with a 12-month 
term and the final regulations require 
that a Form MMS-4295 will be f ikd  on 
the basis of a calendar year. 

3. Miscellaneous comments received. 
One industry representative stated 

that MMS should continue its policy of 
not requiring reporting or approval of 
reduction in sales prices which reflect 
transportation. One industry commenler 
recommended that deductions taken as 
a n  offset against price should be 
accepted by MMS without the necessity 
of filing Form MhlS-4295. 

MMS Response: In situations where 
the purchaser is reducing the contract 
price for a transportation cost and the 
lessee is incurring no out-of-pocket 
expense, a Form MMS.1295 is not 
required. In these situations, because 
the reduction in price represents n cost 
incurred past the point of first sale, a 
transportation allowance would not be  
allowed by the regulations. However, in 
determining the value of the gas, the 
reduction in price for the transportation 
costs pas! the point of sale would be 
considered. As explained above, MMS 
has placed some limits on the reduction 
before MMS approval is required. 

Section 206.157(d). 

the final regulations. This paragraph 
requires a lessee that deducts a 
transportation allowance from its 
royalty payments before complying with 
the requirements of this paragraph (i.e. 
filing !he proper forms] to pay interest 
from the date  i t  improperly took the 
deduction until the form is filed. As 
noted above, pursuant to paragraph IC), 
the lessee also will be required to pay 
back any alloviance deducted more than 
3 months prior to the first day  of the 
month the proper forms are  filed, plus 
interest. 
Section 206.157(e). 

This section was  proposed a s  
paragraph (d) and provides a n  
adjustment procedure where the 
estimated allowance differs from the 
actual allowance. 

Industry representatives commented 
that the MMS proposal for handling 
interest payments is unfair, and stated 
that "It i s  equitable that, i f  the lessee 
must pay any  difference in royalty owed 
plus interest. MMS should also pay any 
difference plus interest statutorily 
authorized." 

MMS has added a new Q z06.157(d] to 
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MMS Response: The MMS has  no 
lcgal authority to pay interest to lessees 
on their overpayments. 

Several industry commenters 
recornmended that positive or negative 
differences between estimated and 
actual costs should be rolled forward 
into the transportation rate for the 
subsequent period because this would 
reljeve the immense administrative 
burden on MMS and industry. One oil 
and gas company recommended that 
actual data  from one period be  used a s  
the allowance for the following period, 
thus requiring no adjustments. 

alternatives such a s  (I)  rolling forward 
differences into subsequent periods or 
(21 using actual data  from one period to 
be used a s  the next period's allowance, 
but determined that such procedures 
could be  inequitable to lessees. MMS. 
Indian Tribes, and Indian allottees. 
Consequently, MMS has decided to 
retain the estimated and actual cost 
procedure. 

commented that refunds for estimates 
tendered in excess of actual costs 
should not be  classified a s  refunds of a 
royalty payment under Section 10 of the 
OCS Lands Act because estimates a re  
not "actual" payments of royalty. 
Overpayments could then be treated a s  
line item adjustments not subject to the 
refund process. I t  was  the firms' position 
that the OCS Lands Act, Section 10, 
does not require requests for refunds 
when estimated costs a re  less than 
actual costs and stated that the concept 
of estimate versus payment is clearly 
discernible. "Payment" is defined a s  a 
discharge of indebtedness, while 
"estimate" is a rough or approximate 
calculation. not a n  overpayment. 

that the current extensive review and 
audit process is causing lessees to lose 
the time value of money in the refunds 
which are duc them under section 10 of 
the OCS Lands Act. Audits on such 
refunds wcre described a s  fruitless and 
wasteful, and i t  was  suggested that 
MMS consider transportation allowance 
adjustments to be  exceptions to i::2 
refund requirements. Overpayments 
could then be recovered by lineitem 
adjustments on Form MMS-2014. 

Two oil and gas  companies strongly 
emphasized that the requirement to 
submit written requests for refunds for 
under-deducted transportation costs in 
accordance with Section 10 of the OCS 
Lands Act will be a n  extraordinarily 
difficult financia: and reporting burden 
for industry and  the MMS. 

MMS Response: It would not be 
proper for these rules to prescribe the 
refund procedures. MMS is reviewing 

MMS Response; The MMS considered 

Two oil and g a s  companies 

One oil and gas company commented 

the issue and will provide guidance to 
lessees. 

Three oil and gas  companies and one 
trade organization representative 
rejected using prior year actual costs for 
the current reporting period, stating that 
i t  automaticaily requires retroactive 
adjustment. They recommend that 
lessees be allowed to use forecast rates 
based on their knowledge and 
experience with the operations. Three 
oil and  gas  companies proposed that 
MMS establish a n  allowable range and 
not require retroactive adjustments if 
performance is within the allowable 
range. 

recommended using market-based 
allowances, requiring a single entry and 
resulting in fewer adjustments and 
fewer transportation records to be 
reviewed. One oil and gas  company 
recommended that, to reduce costs, 
adjustments should be  made by a single 
entry each year, not monthly. 

MMS Response: The MMS w a s  
unable to develop a n  acceptable 
accounting methodology that would 
eliminate retroactive adjustments of 
prior period tentative transportation 
allowances for non-arm's-length and  no- 
contract situations. The final regulations 
do, however, permit a lessee to adjust 
its estimates in the succeeding period 
based on forecasted rates. Moreover, 
because MMS now will accept FERC 
tariffs for most non-arm's-length 
transportation situations where they 
exist, fewer adjustments will be 
necessary because fewer lessees will be 
required to use the actual cost 
methodology. 
Section 206.157(f). 

Paragraph (fl of this section was  
proposed a s  paragraph [e) and, a s  
proposed, provided that no cost is 
allowed for transportation which results 
from payments for actual or theoretical 
losses. The MMS received many 
different comments on this paragraph 
from industry, trade groups, and one 
US. Senator and a n  Indian tribal 
organization. Generally, the commenters 
stated that line losses are  actual costs of 
doing business, should be allowable, 
and that this paragraph of the 
regulations should be  deleted. The 
Indian commenter, however, said such 
deductions a re  not justifiable. 

Industry commenters and  the U.S. 
Senator commented that line losses are 
actual transportation costs which should 
be  allowed by MMS. One industry 
commenter stated that line losses occur 
beyond the control of the lessee and are  
practical and legitimate occurrences. 
Another industry commenter stated that 
such allowances are real trensporlalion 

One oil and gas company 

, 

costs borne by the lessee. Seven 
industry commenters stated that MMS 
should allow line losses not attributable 
to negligence. 

Three commenters-two industry and 
one trade group representative- 
commented that line losses in arm's- 
length contracts and FERC tariffs should 
be  allowed. One industry commenter 
stated that if a loss provision is a part of 
a n  arm's-length contract or a FERC 
tariff, MMS should accept such a 
provision, just a s  i t  accepts the dollars- 
and-cents rates in the contract or tariff 
because the losses are  part of the total 
cost of the transportation arrangement. 
One industry representative stated that 
producer-owned pipelines shou1.t 
include transportation losses as part of 
operating expenses in the formulbtion of 
a n  allowance. Other commenters 
recommended deletion of this 
paragraph. 

MMS Response: All of the issues of 
theoretical and actual line losses have 
been considered a t  length by MMS. 
Because of the difficulty of 
demonstrating that losses are  valid and 
not the result of meter error or other 
difficult-to-measure causes, MMS has 
decided not to treat line losses as valid 
costs for purposes of computing 
transportation allowances in non-arm's- 
length and no-contract situations. 
However, the final rule provides that 
costs associated with payments for 
losses under arm's-length transportation 
agreements should be allowed because 
the payment is a n  out-of-pocket expense 
to the Lessee. Also, the final rule 
provides that when a tariff approved by 
FERC or a State regulatory agency is 
authorized to be used by the lessee a s  
its transportation allowance, any 
component of that tariff representing 
such losses will be allowed. 
Section 206.157(&~). 

The MMS received comments on 
0 206.157(g!. which w a s  proposed a s  
paragraph (0. This paragraph allows use 
of the transportation allowance rules 
where transportation is a component of 
a valuation procedure such a s  a net- 
back method. 

The industry respondents stated that 
use of cost-based transportation 
allowances is  inequitable when using 
net-back valuation because actual costs 
incurred should be recognized. 
According to these comments, if MMS 
collects royalty on the enhanccd 
downstream value, MMS should bear its 
share of actual costs incurred to move 
the hydrocarbon for sale downstream. 

MMS Response: The MMS remains 
convinced that the cost-based 
allowance procedure for determining 
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gas  transportation allowances is 
appropriate for determining value under 
a net-back procedure. If there is a n  
applicable tariff, upon application, that 
could be used instead. 
Section 206.158 Processing 
oflo wonces-general. 

a re  almost the same a s  the 
transportation allowance regulations. 
As expected, therefore, most of the 
comments were the same. Because 
responding to the same comments and 
explaining the same regulatory section 
is duplicative and unnecessary, in this 
section MMS generally will respond 
only to comments and explain 
regulatory provisions which are  unique 
to gas processing allowances. 
Seclion 206.158(0). 

The MMS received many different 
comments from Indians, industry, and 
States, a s  well a s  from some other 
persons. on paragraph [a) of this section 
of the regulations, which generally 
provide for a processing allowance. 
Comments on gas  processing 
allowances, which did not relate to any 
specific section of the regulations, a re  
addressed in this paragraph of the gas 
processing regulations. 

that. although the final processing 
regulations must contain certainty, they 
should also be flexible enough to 
encourage innovative marketing of the 
gas  plant products. Similarly. one State 
agency said that the proposed 
regulations must reflect the changing 
nature of industry, serve to encourage 
rather than discourage new projects. 
and allow existing operations to identify 
new markets. 

MMS Resporise: The MMS believes 
that the regulations are  complete and 
sufficiently flexible to accommodate 
different types of gas processing 
arrangements that might arise in the 
future. The MMS further believes that 
the regulations are  reasonable. To  not 
discourage new development, MMS has 
provided a n  exception procese whereby 
a lessee may be  able to justify a 
processing allowance in excess of the 
66YJ-percent limitation and has  
provided the lessee with broad latitude 
to deduct processing costs under arm's- 
length contracts. For processing under 
non-arm's-length and no-contract 
situations, MMS has provided the !essee 
with several alternatives for 
depreciation and return on investment. 
MMS also has  provided for a n  
extraordinary cost allowance for 
processing gas  production. The MMS 
does not believe that the objectives of 
certainty and flexibility should replace 

The processing allowance regulations 

One industry representative cautioned 

the Federal Government's responsibility 
to properly account for the removal of 
minerals from a Federal or Indian lease. 

One industry commenter and  one 
industry trade orgsnization thought that 
this section should incorporate a 
provision to include the deduction of 
fractionation costs. 

One industry commenter and  one 
industry trade representative 
recommended that processing 
allowances continue to be granted on 
the basis of percentage of value. 

Mt4S Response: The regulations, as 
adopted, accommodate fractionation 
costs as part of the processing 
allowance cost. Therefore, a specific 
provision i s  not necessary. The MMS 
has determined that a n  allowance based 
on a cost per unit is more equitable and 
will result in less difference between 
actual and estimated allowances than 
a n  allowance based on percentage. 
especially in times of rapid price 
fluctuations. 
Section 206.158(b). 

Paragraph [b) of this section requires 
allocation of processing costs among gas 
plant products. Comments were 
received principally from indtistry. 

There w a s  general opposition from 
industry to the allocation of processing 
allowances by gas  plant product. They 
recommended either to delete this 
paragraph or to rewrite i t  in such a 
manner a s  to allow all processing costs 
in full to be deducted from the value of 
both the residue gas  and gas  plant 
products. One  industry representative 
proposed a change which would allow 
the allocation of processing costs to 
both the value of gas plant products and 
residue gas. 

One industry representative stated 
that the cost of processing should not be 
allocated to one product when i t  
benefits all products. One industry trade 
group stated that the allocation of costs 
among products is contrary to the 
valuation principle that the value of 
production should equal the sum of all 
gross proceeds less (he sum of all post- 
production costs. 

Two industry representatives plus one 
industry trade group recommended that, 
if allocation of costs are  necessary, 
allocation should be  based on 
percentage of sales rather than on a cost 
per unit; that is, based on value rather 
than volume. Two industry 
representatives and one trade group 
thought that the allocation of costs 
presents a n  administrative burden fur 
both industry and MMS. 

recommended the addition of the phrase 
"(fractionated or unfractionated)" 

Two industry commenters 

between the c o r d s  "liquids" and "shall" 
in the last sentence of this subsection. 

MMS Response: I t  has  been a 
longstanding MMS policy and regulatory 
requirement that no processing 
allowance be  granted against the value 
of residue gas. Among the reasons for 
this is that processing is viewed a s  
necessary to place the residue gas  in 
marketable condition and that 
processing does not generally enhance 
the value of residue gas. Thus, generally 
no processing allowance is authorized 
against the value of the residue gas in 
the final rule. Thc MMS believes that 
allocating processing costs based on 
relative volume rather than on relative 
value is more equitable because the 
costs of extracting any given product 
may be  unrelated to that product's 
value. Also, MMS will not include the 
eddition of the phrase "[fractionated or 
unfractionated)" in the last sentence 
because it does not clarify the meaning 
of the sentence. 
Section 206.158(c). 

As proposed, paragraph (c] of this 
section generally limited the processing 
allowance deduction to two-thirds of the 
value of each gas  plant product. The 
MMS received a large number of 
comments on this paragraph. 

Most industry-related commenters 
expressed their objection to the 66%- 
percent limitation on the processing 
allowance, and the exclusion of residue 
gas value from the allowance 
determination. Other commenters 
supported this position. 

One State representative suggested 
that the limitation creates a floor and 
feared that a 66%-percent processing 
allowance will be  taken as a n  automatic 
deduction. 

commented that in processing a sour, 
low quality gas  stream, the 66%-percent 
limitation does not reflect actual costs to 
industry. This trade group plus four 
industry commenters stated that in high- 
cost or lowquality areas, the limitation 
will discourage development. 

Many industry commenters 
recommended, in lieu of a strict 
limitation, that the 66 2/3-percent level 
be  a threshold above which a n  
allowance will be granted according to 
specific criteria. For example, one 
industry commenter recommended a 
higher allowance upon MMS approval. 
Another industry cornmenter requested 
that a higher allowance be approved on 
the basis of "national interest" criteria. 

Some industry commenters stated tha 
MMS should allow lessees to carry 
forward processing costs otherwise 
allowable (except for the 66%-percent 

An industry trade organization 
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limitation) from the current year to 
subsequent years. 

The MMS also received several 
comments from parties who supported 
the proposed 66%-percent limitation on 
the processing allowance, including two 
oil producers, one interest owner, one 
State representative, and one State and 
Tribal organization. Another oil 
producer added that i t  opposed 
increasing the limitation. One interest 
owner stated that the limitation should 
be lowered. 

An additional comment from a State 
and Tribal organization stated !hat i t  
favors the exclusion of residue gas  from 
the allowance determination. An Indian 
trade group stated its objection to the 
Director approving a n  allowance in 
excess of 66Vbpercent. 

Six parties (one oil producer, one 
State representative. one interest owner, 
two industry parties, and one State and 
Tribal organization) stated their 
opposition to a "carry forward" 
provision for costs exceeding the 66% 
percent limitation. One industry 
commenter stated that such a process 
would be "impractical." 

One industry commenter suggested 
that the 66Ybpercent limifation should 
not apply to arm's-length processirig 
contracts. I t  also was  recommended that 
the 66%-percent calculation should be 
done before deducting transportation 
allowances. 

Two industry commenters and three 
industry groups recommended that the 
rules should specify the conditions for 
which a n  a!lowance in excess of two- 
thirds would be approved. 

devoted considerable time and effort in 
evaluating the 66Y~percent  limitation on 
the processing allowance, and the 
exclusion of the value of residue gas 
from the allowance computation. 
Section 206.158[~)(2) of the final rule 
provides that the processing allowance 
deduction on the basis of a n  individual 
product cannot exceed 66Yi~percent of 
the value of each gas plant product a t  
the point of sale determined in 
accordance with 9 206.153. No 
processing allowance may be taken 
against the value of the residue gas. 
except for certain extraordinary 
allowances specifically approved by 
MMS in accordance with paragraph (d). 
discussed below. 

The 66%-percent limit is to be applied 
against the value of the product already 
reduced by any  transportation 
allowance for transportation costs 
incurred after the gas  is processed. 
Transportation allowances related to 
transportation from the field to the 
processing plant would not be deducted 

M M S  Response: The MMS has 

before applying the 66Y~percent  
limitation. 

The h4MS has retained in the final 
rule a procedure whereby the lessee 
may request a n  exception from the 66%- 
percent limitation. The lessee must 
demonstrate that any costs in excess of 
the limitation are  reasonable, actual, 
and necessary. This procedure will 
allow MMS to monitor more closely 
those situations where the allowance 
based on reasonable, actual costs will 
be in excess of the 66%-percent 
limitations. Under no circumstances 
may the processing allowance equal 100 
percent of the value of any product. As 
with transportation allowances, many 
commenters suggested that any  
additional allowance must be  in the 
"best interests of the lessor." As stated 
earlier, MMS believes that this standard 
is too subjective and that the standard 
included in the rules will protect the 
lessors' interests. 

standards in the rule for when the two 
thirds limit may be exceeded. This will 
require case-by-case review. 

Industry respondents and industry 
trade groups stated their objection to the 
requirement regarding substitution of 
other products for residue gas  in 
situations where residue gas  is absent. 
One industry trade group stated that, in 
this situation. the lessee should be  able 
to deduct the processing costs against 
the sum of all marketable products. 
Industry comrnenters recommended that 
this sentence be deleted. Industry 
commenters were also concerned that 
this paragraph would prohibit a n  
allowance from being taken against all 
gas plant products if  the residue gas  was  
returned to the lease for reinjection or 
other uses. 

MMS Resbonse: The MMS did not 
intend, where residue gas  w a s  returned 
to the lease. that this provision would 
require the lessee to designate a t  least 
one gas  plant product a s  being placed in 
marketable condition a s  a result of 
processing. The provision w a s  intended 
to cover those situations where no 
residue gas w a s  produced a t  the plant a t  
all owing to the absence of, or very low 
levels of. hydrocarbons in the gas when 
produced from the well. However, 
because the extraordinary processing 
allowance procedure discussed below 
would most likely be applicable in these 
situations. MMS has modified the final 
rule to eliminate the requirement that 
the lessee designate a gas  plant product 
against which no allowance would be 
granted. Instead, the final rule provides 
that MMS may designate a gas  plant 
product against which no allowance 
would be applied i f  circumstances 
warrant. 

The MMS will not include any specific 

Section 206. I58[d) 

The MMS received many comments 
on paragraph (d) of this section, which 
provides generally that no processing 
cost deduction will be allowed for the 
costs of placing lease production in 
marketable condition. Comments were 
received from industry. Indian Tribes. 
local businesses, a town mayor, a 
Federal agency, and individuals. 

The major issue raised in this 
parearaph w a s  whether or not costs 
associated with placing a product in 
marketable condition, generally referred 
to by the commenters a s  post-production 
costs, should be  deductible from royalty. 

All industry-related commenters. the 
local businesses, and  one town mayor 
supported the concept that all post- 
production costs be  allowable 
deductions from royalty. 

Industry commenters expressed their 
view that certain post-production cosfs 
should be deductible from royalty. One 
industry trade group stated that the 
costs related to the manufacture and 
sale of separately marketable product8 
are  extraordinary and should be 
allowed. One industry commenter stated 
that ' I .  . . other off-lease post- 
production costs and certain 
'extraordinary' on-lease costs" should 
be deductible. 

MMS Response: MMS already has  
addressed the post-production cost issue 
with regard to other sections of these 
regulations. Post-production costs. 
excluding those for transportation and 
processing, a re  not allowable 
deductions irom royalty. Post- 
production costs for the services of 
gathering, separation, measurement, 
dehydration, compression, and 
sweetening are  considered to be  a 
requirement to place the lease 
production into marketable condition, a t  
no cost to the lessor. These costs are  not 
considered part of the processing costs 
and, therefore, are  not deductible in a 
processing allowance. 

regulations a new 9 206.158(d)(2) which 
w a s  included in the second draft fiilal 
rule. Pursuant to this paragraph, if a 
lessee incurs extraordinary costs for 
processing gas production, it may apply 
to MMS for a n  extra allowance above 
that to which it otherwise would be 
entitled pursuant to these regulations. 
The allowance is discretionary with 
MMS, but may be granted only if the 
lessee can demonstrate that the cosfs 
are, by reference to standard industry 
conditions, extraordinary, unusual, or 
unconventional. Under this paragraph, 
a n  allowance could be provided against 
the value of the residue gas. The MMS 

MMS has included in the final 
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has removed any reference to "unique" 
processing operations. I t  is not MMS's 
intent to limit the allowance to one-of-a- 
kind plants. MMS also has  included 
flexibility for longer approval periods. 
Section 206.159. Daterniinafion of 
processing all0 wances. 
Section 206.159(a). 

comments from States. Indians. and 
industry. Again, most of the issues 
raised in the comments were the same 
BS for the corresponding section of the 
transportation allowance regulations 
and will not be  repeated. 

in favor of the provision in 
5 206.159(a)(l) whereby MMS would 
accept costs incurred under arm's-length 
processing agreements a s  the 
reasonable, actual costs incurred by the 
lessee because they thought these 
arrangements reilect true processing 
costs experienced by the lessee. One 
Indian Tribal trade group opposed this 
proposal because of the concern that, 
under these procedures, the Indian 
lessor's royalty could be reduced to 
virtually nothing. 

One industry commenter suggested 
changing section (a ) ( l )  to read "If a 
lessee has an arm's-length contract or a 
negotiated Products Purchase 
Agreement (PPAJ to process gas, the 
processing cost deduction shall be  the 
reasonable actual cost incurred * "  

MMS Response: The MMS believes 
that processing costs incurred by a 
lessee under arm's-length agreements 
represent actual costs to the lessee and 
should be appropriate a s  a processing 
allowance. The suggestion that a 
negotiated Products Purchase 
Agreement be  recognized a s  properly 
defining the a c t ~ a l  cost incurred is not 
adopted. A Products Purchase 
Agreement may not be a n  arm's-length 
contract. However, where the lessee's 
arm's-length processing agreement 
specifies that the costs are  to be those 
contained in the Products Purchase 
Agreement. then those costs would be 
acceptable owing to the arm's-length 
processing agreement of the lessee. 
L:iviS has added a provision clarifying 
that the lessee has  the burden of 
demonstrating that its contract is arm's- 
length. Under the provisions of these 
regulations. the lessor's royalty cannot 
be reduced to zero. Also. a s  with 
transportation allowances, MMS has 
added two paragraphs which provide 
that MMS will treat a s  non-arm's-length 
any processing contracts which reflect 
more than the consideration actually 
transferred from the lessee to the 
processor (i.e.. the cost is inflated) or 

The MMS received a large number of 

Two industry commenters responded 

where there is misconduct by or 
between the contracting parties or the 
lessee otherwise breaches its duty to the 
lessor to market the production for the 
mutual benefit of the lessee and the 
lessor. 

With regard to the requirement of 
8 206.159(a)(2) that processing costs be  
allocated among all products. one 
industry commenter w a s  critical of the 
proposal to treat all NGL's (but no other 
plant products) a s  one product. The 
commenter thought this w a s  
discriminatory toward the lessees in 
favor of processors of wet gas. not only 
because some lessees typically will be 
able to recover total processing costs 
from the value of the NGL's. but i f  other 
products are  produced, costs would 
need to be  allocated to them, with the 
possibility that some of these costs 
would not be totally recovered. This 
industry representative stated that all  of 
the marketable products should be 
treated as one product. including residue 
gas. for purposes of allocating 
processing costs. Another industry 
representative made proposals which 
would make the allocation proceduie 
unnecessary. 

historically, have been considered one 
plant product. for royalty purposes. 
because they a re  commonly extracted 
first as raw make at  a n  extraction 
facility. MMS has determined that all 
other individual plant products must be 
evaluated separately for processing 
allowances for the reasons stated 
previously. 
Section 206.159(b). 

The MMS received a very large 
number of comments on 5 206.159(b). 
which provides for a processing 
allowance determination where the 
lessee has  a non-arm's-length contract 
for processing or no contract. Comments 
were from industry commenters, 
industry trade organizations, State 
representatives, a Federal agency, a n  
interest owner, local businesses, and 
from a town mayor. 

The major issues addressed regarding 
this paragraph were (1) the requirement 
of a lessee's actual costs versus use of a 
benchmark system. (2) the use of 
"Alternative I" or "Alternative 2" for 
depreciation or a return on capital 
investment, and (3) the rate of return on 
capital investment. These issues are 
basically the same a s  for the 
transportation allowance and have been 
responded to. However, some comments 
were specific to processing costs. 

Industry comments disagreed with the 
proposal under this paragraph to base 
allowances on cost accounting 
procedures. 

MMS Response: The NCL's, 

Industry commenters explicitly voiced 
their support for a market value concept: 
i.e., MMS should accept the market 
value of service for the allowance 
determination. One industry commenter 
added that, under ;he proposed 
methodology, MMS ignoies "competitive 
market forces." Another industry 
commenter requested that MMS adopt a 
"market-oriented" approach. Still 
another industry commenter stated that, 
i f  a non-arm's-length contract for 
processing reflects the market value for 
that service, i t  should be acceptable. 

The industry commenters specifically 
recommended that MMS should adopt a 
benchmark system for allowance 
determinations under this section. These 
commenters suggested that comparable 
arm's-length contracts be used to 
determine the allowance for non-arm's- 
length processing arrangements in the, 
same facility. One of the industry 
commenters added that the use of 
comparable arm's-length contracts will 
reduce the number of adjustments and 
other records to be  filed. 

One Sta:e representative opposed a 
benchmark system. 

Four industry commenters and one 
industry trade group complained that 
cost accounting is a departure from the 
valuation requirements and that i t  
discriminates against lessee affiliates. 

Another industry comrnenter 
recommended that, if plant ownership 
interest is sufficiently small, i t  should be 
treated a s  a n  arm's-length arrangement. 

MMS Response: The MMS considered 
a benchmark valuation system featuring 
comparable arm's-length contracts to 
determine processing allowances, with 
cost accounting being used a s  a last 
resort. MMS concluded that such a 
procedure is not the fairest and best 
way to determine gas  processing 
allowances considering the overall 
interests of industry. the Federal 
Government, States, and Indian Tribes. 
The MMS does not believe that 
allowances generally should be  valued 
on a "market-based system" the way 
products a re  valued for royalty 
determination purposes for several 
reasons. 

First, the determination of a n  
allowance on a "market-based system'' 
would not be representative of a lessee's 
aciual, reasonable costs. Second, if one 
lessee bases its allowance on actual 
costs. and another lessee processing gas  
in the same facility bases its allowance 
on market value, a n  inequity will result. 

For these reasons, MMS h a s  decided 
that generally the gas  processing 
allowance is best determined on actual, 
reasonable costs plus a return on 
undepreciated capital investment, or its 

S-02 1999 0085(05)( 14-JAN-BX- 17: I7:15) 

F4701.FMT ...[ 16.321 ... 8-06-67 



Federal Register / Vol. 53, No. 10 / Friday,  January 15, 1988 / Rules and Regula t ions  1269 

initial capital investment. However, 
MMS has  included in 5 206.159(b)(4) of 
the final rules a provision whereby a 
lessee may apply to MMS for a n  
exception from the requirement to use 
actual costs. MMS may grant such a n  
exception. at its discretion, only if two 
conditions a re  met: (1) The lessee has 
arm's-length contracts for processing 
other gas production at  the same 
processing plant: and (2) at least 50 
percent of the gas  processed at  the plant 
is processed pursuant to arm's-length 
processing contracts. MMS has decided 
not to include a third requirement that 
the persons purchasing processing 
services from the lessee had a 
reasonable alternative to processing at  
the lessee's plant. Industry commenters 
noted that there often is no choice for 
the purchaser. thus the third requirement 
would render the exception unrealistic. 
If the exception is granted. the lessee 
must use a s  its allowance the volume- 
weighted average of the prices i t  charges 
other persons pursuant to arm's-length 
contracts a t  the same plant. Although 
some State itnd Indian commenters 
expressed concern over deviating from a 
true cost-based approach. MMS is 
satisfied that i f  these conditions are  met. 
the processing allowance will reflect the 
market and that MMS will be able to 
monitor the use of these allowances. 

recommended that the 50-percent 
threshold be reduced to 25 percent. The 
MMS did not adopt this change because 
there did not appesr  to be broad support 
for a change I O  the 50-percent threshold. 

Two industry commenters stated that 
State and Federal income taxes should 
be considered a s  allowable costs on the 
premise that such costs are  real. 
tangible costs to the lessee. 

Two other industry commenters 
suggested that plant dismantling and 
abandonment costs should be 
allowable. advising that such costs are  a 
real cost of daing business. 

MMS Response: The MMS views 
income taxes to be a n  apportionment of 
profit rather than a valid operating 
expense. Therefore. income taxes are  
not a n  appropriate expense that should 
be included in the processing allowance. 
The MMS takes the position that. 
because it does not participate in the 
profit or losses from the sale of 
processing facilities, no costs for 
dismantling and abandonment should be 
included in processing allowances. 

requirements to allocate processing 
costs among all plant products is 
discussed under 8 206.158(b). However, 
specific commenls pertaining to the 
allocation under non-arm's-length and 

Three industry commenters 

The basic issue regarding 

no-contract situations a re  discussed 
here. 

the requirement to allocate costs on 
generally accepted oil and gas  
accounting principles. One  of these 
commenters recommended deleting this 
requirement. Other commenters advised 
that generally accepted principles for 
cost allocation do not exist. One  
commenter suggested instead that 
allocations be  based on (1) cost-benefit 
analysis, and (2) cause-and-effect 
relationships. 

recommended that this requirement be  
modified to include a n  allocntiop of 
costs to residue gas. 
MMS Response: The MMS believes 

that if  cost-benefit analysis and cause- 
and-effect relationships are  generally 
acceptable procedures in cost 
allocation. these procedures would be  
acceptable to MMS. MMS will consider 
cost allocation procedures for unique 
situations on the basis of individual 
cases in order to arrive at  a n  equitable 
allocafion procedure. As stated 
previously, MMS believes that i t  is not 
appropriate to allocate processing costs 
to residue gas. 
Section 206.159(c). 

on paragraph [c) of this section. which 
addresses reporting requirements for 
processing allowances. Again, this 
paragraph is virtually identical to the 
corresponding provision for 
transportation allowances. and the 
response to comments for that section is. 
for the most part, applicable here. 

The two major areas  of concern were 
(1) use of Form MMS-4109. and (2) the 
terms of the reporting periods and filing 
timetables. 

Industry commenters and Indian 
Tribes expressed some opposition to 
Form MMS-4109. One industry 
respondent and one industry trade group 
objected to commenting on the form 
until i t  is published, adding that i t  
should not conflict with any rights of the 
lessee. Several industry commenters 
opposed the filing of Form MMS-4109 at  
all. One of the industry commenters 
stated that processing rates under a n  
arm's-length or non-arm's-length 
contract should be accepted a t  face 
value. An industry trade group claimed 
that filing of the form would be  a n  
unnecessary burden for both industry 
and MMS. Another industry commenter 
stated that if opposed a n y  reporting 
requirements such as annual renewals 
or contract change updates. A Tribe 
opposed industry taking a n  allowance 
on the honor system and merely filing a 
form to claim i t .  

Industry commenters disagreed with 

One industry commenter 

The MMS received several comments 

MMS Response: The MMS believes 
that Form MMS-4109 must be required 
in order for MMS to monitor the 
processing allowance program. The 
MMS believes i t  can effectively monitor 
the processing allowance deductions 
without the preapproval of the 
allowances. The MMS has made the 
information on Form MMS-4109 as clear 
and uncomplicated a s  possible 
considering the complex nature of 
processing allowances. The filing of a 
Form MMS-4109 does not conflict with 
any lease provisions or rights of the 
lessees. The MMS agrees that its 
procedure for determining a processing 
allowance places initial reliance on the 
gas industry. However, this program will 
be  under continuous review and 
oversight by MMS. Thus, the ability to 
effectively review, evaluate, and audit 
processing allowances has  been 
maintained under the new regulations. 

on the Form MM-109 format. These 
comments will be  considered in 
designing the final form. 

The initial concern about reporting 
periods w a s  MMS's proposal to create . 
new reporting period for all a:lowances 
which would commence the date  the 
new regulations are  effective. Industry 
commenters opposed this. 
recommending instead that all existing 
allowances be grandfathered under the 
new regulations. Another industry 
commenter requested 180 days for 
conversion to the new reporting period. 

Another topic addressed by the 
respondents w a s  the term of the 
reporting period. Industry commenters 
favored a reporting period that extends 
a s  long a s  the contract terms are  
effective. instead of a n  arbitrary 12- 
month period. One of the industry 
commenters stated that resources are  
wasted by requiring the lessee to file 
year after year even though there arc! no 
changes. However. one industry 
commenter and one industry trade group 
endorsed the 12-month reporting period. 
The industry commenter specifically 
requested a calendar-year period. 

recommended a longer grace period in 
which to file subsequent Forms M M S  
4109. These commenters both suggested 
120 days to file updated forms. 
MMS Response: The MMS concurs 

with a 12-month term and the 
regulations have been changed to allow 
filing of Form MMS-4109 by calendar 
year. The regulations have also been 
changed to allow a grace period of 2 
months during which the lessee 
continues to u:e the previous allowance. 
The MMS also decided that existing 
allowances (but only those approved in 

The MMS received several coniments 

Two industry commenters 
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writing by M g S )  will continue in effect 
until they expire, subject to later audit, 
with the exception of processing 
allowances for OCS production, which 
a re  based on non-arm's-length or no- 
contract situations. Because these 
allowances are  based upon a procedure 
radically different from the procedure 
adopted in the final rule, they wil! 
continue in effect until they expire or 
until the end of the calendar year. 
whichever occurs first. 

Section 206.159(d) 

Paragraph (d)  of this section is the 
same a s  for transportation allowances. 
I f  a lessee deducts a processing 
allowance without filing the proper 
forms. i t  will owe interest on the amount 
of the deduction until the proper forms 
are  filed, subject to the 3-month 
retroactivity provision. 
Seclion 206.159(e). 

adjustments, the issues regarding 
paragraph (e] of this section were (1) the 
requirement to file adjustments, (2) the 
refund procedure under Section 10 of the 
OCS Lands Act, and (3) the payment of 
interest. 

I t  was  the general consensus that 
adjustments were a very large burden 
on both industry and MMS and that 
some way should be found to eliminate 
the need for so many adjustments 
resulting from differences between 
actual and estimated processing 
allowances. Six industry representatives 
and two industry trade groups 
recommended that positive or negative 
differences between estimated and 
actual costs should be  rolled fcrward 
into the processing allowance for the 
subsequent period, or prospectively. 

retroactive adjudtments should not be 
necessary if the actual ~ l l o w a n c e  falls 
within a n  allowable range of the 
estimated allowafice, and two other 
industry commcnters suggested rdling 
iorward small differences into next 
year's costs within a n  allowable range. 

One industry cornmenter proposed 
single-entry adjustments for a n  entire 
year instead of month-by-month 
adjustments. This party also made the 
comment that i f  a market-based 
allowance were permitted. i t  would b e  
more certain and fewer adjustments 
would be  necessary. 

considerable effort in a n  attempt to 
arrive at  a n  accounting methodology 
that would eliminate retroactive 
adjustments of processing allowances 
and continue ts be fair to industry. 

As with transporthtion allowance 

One industry commenter asserted that 

MMS Response: The MMS expended 

.MMS, and Indian lessors. but w a s  
rlnable to d o  so. 

One industry representative stated 
that overpayments, when estimetes 
were less than actual costs, should not 
be jbdged a s  refunds of a payment of  
royalty m d e r  section 10 of the OCS 
Lands A,: because estimates a re  not 
"actual" ; ayments of royalty. 
Overpayments could then be treated a s  
line-item adjustments not subject to the 
refund process. 

will not be specified in these 
rpgulations. MMS is reviewing the issue 
i1r.d will provide guidance to the lessees 
on refund procedures. 

Indcstry representatives commented 
that the MMS-proposed procedure for 
handling interest payments w a s  not fair. 
These commenters believed that, if the 
lessee must pay any  difference plus 
interest, MMS should also Pay any  
difference plus any interest statutorily 
authorized. Another issue of concern 
w a s  thc payment of intc..ast 
requirement. 

legal authority to pzy ipterest to lessees 
on their cverpayments. 
Section ZOS.l59(f) 

Paragraph (0 of this section requires 
that the provisions in this section will 
apply to determine processing costs in 
situations where value must be 
established under other methods such a s  
net-back. 

One industry commenter 
recommended that the definition of "net- 
back method" be clarified. 

MMS Response: A definition of the 
netback method has been included in 
5 206.151, which is slightly different from 
that proposed. The MMS believes this 
revised definition clarifies MMS's intent. 
IV. Procedural Matters 
Erccutive Order 12291 

The Department of the Interior (DOI) 
has  determined that this document is not 
a rnajor rule and does not require a 
regulatory analysis under Executive 
Order 12291. This proposed rulemaking 
is to consolidate Federal and Indian gas 
royalty valuation regulations. to clarify 
the DO! gas  royalty valuation policy. 
and to provide for consistent royalty 
valuation policy among all leasable 
minerals. 
Regula lory Ffexibifity Act 

consolidates and streamlines existing 
repulations for consistent application, 
thore a re  no significant additicnal 
requirements or burdens placed upon 
small business entities a s  a result of 
implementation of this ru!e. Therefore. 

MMS Response: The refund procedure 

MMS Response: The MMS has  no 

Because this rule primarily 

the DO1 has determined that this 
rulemaking will not have a significant 
economic effect on a substantial number 
of small entities and does not require a 
regulatory flexibility analysis under the 
Regulatory Flexibility Act 
(5 U.S.C. 601 et  seg.]. 

Popeivwork Reduction Act 
The information colleclion and  

recordkeeping requirements located a t  
206.15': and 206.159 of this rule have 

been approved by the Office of 
Management and Budget under 44 U.S.C. 
3501 e t  seg. and assigned clearance 
number 1010-0075. 

Lessee reporting requirements will be 
reduced. All gas  sales contracts, 
transportation agreements and gas  
processing contracts, as well a s  any  
other agreements afrecting value, will be 
required to be  retained by the lessee, 
but will only be required to be submitted 
upon request rather than routinely, a s  
under the existing regulations. 
National Environmenlal Policy Act of 
1969 

rulemaking does not constitute a major 
Federal action Jignificantly affecting the 
quality of the human environment and a 
detailed statement pursuant to section 
102(2](C) of the National Environmental 
Policy Act of 1969 (42 U.S.C. 4332(2)(C)) 
is not required. 
List of Subjects 
30 CFR Part 202 

Coal, Continental shelf, Geothermal 
energy, Government contracts. Indian 
lands, Mineral royalties, Natural gas, 
Petroleum Public lands-mineral 
resources, Reporting and recordkeeping 
requirements. 
30 CFR Part 206 

Coal. Continental shelf, Geothermal 
energy, Government contracts, Indian 
lands, Mineral royalties, Natural gas, 
Petroleum, Public lands-mineral 
resources. Reporting and recordkeeping 
requirements. 

J .  Sleven Criles, 
Assistant Secretary. Land and Minerals 
Managemen I. 

preamble, 30 CFR Part3 202 and 208 are  
amended a s  follows: 
TITLE 30-MINERAL RESOURCES 

PART 202-ROYALTIES 

I t  is hereby determined that this 

Dole: /oniiory 6. 1988. 

For the reasons set out in the 

1. The authority citation for Part 202 is 
revised to read a s  follows: 

Authorily: 25 U.S.C. 396 et sey.; 25 U.S.C. 
3968 el scp.; 25 U.S.C. 2101 el scq.; 30 u,S.C. 
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181 el scq.: 30 U.S.C. 351 el seq.: 30 U.S.C. 
1001 el scq.: 30 U.S.C. 1701 el scq.; 43 U.S.C. 
1301 cf seq.: 43 U.S.C. 1331 cf seq.: rind 43 

2. A new Subpart D consisting of 
U.S.C. 1801 el scq. 

$ 0  202.150. 202.151. and 202.152 is added 
to read a s  follows: 
Subpart D-Federal and Indian Gas 

S(!C 
202.150 Royally on gas. 
202.151 Royalty on processed gas. 
202.152 Slundards for reporting and paying 

roysltics on gtis. 

Subpart D-Federal and Indian Gas 

8 202.150 Royalty on gas. 
(a)  Royalties due on gas production 

from leases subject to the requirements 
of this subpart, except helium produced 
from Federal leases, shall be  at  the rate 
established by the terms of the iease. 
Royalty shall be paid in value unless 
MMS requires payment in kind. When 
paid in value, the royalty due shall be 
the value, for royalty purposes, 
determined pursuant to 30 CFR Part 206 
of this title multiplied by the royalty rate 
in the lease. 

(b) ( l )  All gas (except pas unavoidably 
lost or used on, or for the benefit of, the 
lease. including that gas  used off-lease 
for the benefit of the lease when such 
off-lease use is permitted by the MMS or 
BLM. a s  appropriate] produced from a 
Federal or Indian lease to which this 
subpart applies is subject to royalty. 

(2) When gas is used on, or for the 
benefit of, the lease a t  a production 
facility handling production from more 
than one lease with the approval of 
MMS or BLM, a s  appropriate. or at a 
prodwtion Facility handling unitized or 
communitized production. only that 
proportiondtf s h x e  of each leose's 
productioil (actual or allocated) 
necessary to operate the production 
facility may be used royalty free. 

(3)  Where the ternis of any lease are 
inconsistent with this subpart, the lease 
terms shall govern to the extent of that 
inconsistency. 

(c) If BLM determines that gas was  
avoidably !ost or wasted from a n  
onshore lease, or that gas  was  drained 
from a n  onshore lease for which 
compensatory royalty is due. or if MMS 
determines that gas  was  avoidably lost 
or wasted from a n  OCS lease, then the 
value of that gas shall Le determined in 
accordance with 30 CFR Part 206. 

compensation for unavoidably lost gas, 
royalties a re  due on  the arnount of that 
compensation. This paragraph shall not 
apply to compensation through d f -  
insurance. 

(e)[ l )  In those instances where the 
lessee of any lease committed to a 

(d) If a lessee receives insurance 

Federally approved unitization or 
communitization agreement does not 
actually take the proportionate share of  
the production attributable to its Federal 
or Indian lease under the terms of the 
agreemcnt. the full share of production 
attributable to the lease under the terms 
of the agreement nonetheless is subject 
to the royalty payment and reporting 
requirements of this title. Except a s  
provided in paragraph (e)[2) of this 
section, the value for royalty purposes of 
production attributable to unitized or 
communitized leases will be determined 
in accordance with 30 CFR Part 208. In 
applying the requirements of 30 CFR 
Part 206. the circumstances involved in 
the actual disposition of the portion of 
the production to which the lessee was  
entitled but did not take shall be  
considered a s  controlling in arriving at 
the value for royalty purposes of that 
portion. a s  i f  the person actually selling 
or disposing of the production were the 
lessee of the Federal or Indian lease. 

(2) If  a Federal or Indian lessee takes 
less than its p:oportionate shsre  of 
agreement production, upon request of 
the lessee MMS may authorize a royalty 
valuation method different from that 
required by paragraph (e)(l)  of this 
section. but consistent with the purpose 
of these regulations, for any volumes not 
taken by the lessee but for which 
royalties a re  due. 

(3) For purposes of this subchapter. all 
persons actually taking volumes in 
excess of their proportionate share of 
production in any month under a 
unitization or communitization 
agreement shall be deemed to have 
taken ratably from all persons actually 
taking less than their proportionate 
share of the agreement production for 
that month. 

(4) I f  a lessee takes less than its 
proportionate share of agreement 
production for any month but royalties 
are  paid on the full volume of its 
proportionate share in accordance with 
the provisions of this section, no 
additional royalty will be  owed for that 
lease for prior periods a t  the time the 
lessee subsequently takes more than its 
proportionate share to balance its 
account or when the lessee is paid a 
sum of money by the other agreement 
participants to balance its account. 
(f) For production from Federal and 

Indian leases which are  committed to 
federally-approved unitization or 
communitization agreements, upon 
request of a lessee MMS may establish 
the value of production pursuant to a 
method other than the method required 
by the regulations in this title if: (1) The 
proposed method for establishing value 
is consistent with the requirements of 
!he applicable statiites, lease terms and 

agreement terms: (2) to the extent 
practical, persons with a n  interest in the 
agreement. including royalty interests, 
are  given notice and a n  opportunity to 
comment on the proposed valuation 
method before i t  is authorized; and (3) to 
the extent practical, persons with a n  
interest in a Federal or Indian lease 
committed to the agreement, including 
royalty interests, must agree to use the 
proposed method for valuing production 
from the agreement for royalty purposes. 

p 202.151 Royalty on procesred gas. 

(a )  A royalty. as provided in the lease, 
shall be paid on the value of: (1) Any 
condensate recovered downstream oi 
the poirt of royalty settlement without 
resorting to processing: and ( 2 )  residue 
gas  and all gas  plant products resulting 
from processing the gas produced from a 
lease subject to this subpart. The MMS 
shall authorize il processing allowance 
for the reasonable, a c t d l  costs of 
processing the gas  produced from 
Federal and Indian leases. Processing 
allowances shall be determined in 
accordance with Subpart D of 30 CFR 
Part 206. 

(b)  A reasonable amount of residue 
gas  shall be allowed royalty free for 
operation of the processing plant, but no 
allowance shall be made for boosting 
residue gas or other expenses incidental 
to marketing, except a s  provided in 30 
CFR Part 206. In those situations where 
a processing plant processes gas  from 
more than one lease. only that 
proportionate share of each lease's 
residue gas necessary for the operation 
of the processing plant shall be allowed 
royalty free. 

any gas  plant product resulting from 
processing gas. which is reinjected into 
a reservoir within the same lease, unit 
area, or communitized area. when the 
reinjection is included in a plan of 
development or operations find the plan 
has  received BLM or MMS approval for 
onshore or offshore operations, 
respectively, until such time as they are  
finally produced from the reservoir for 
sale or other disposition off-lease. 

$202.152 Standard8 for reporting and 
paylng royaltie8 on gas. 

(a)( l )  Gas  volumes and Btu heating 
values, if applicable, shall be  
determined under the same degree of 
water saturation. Gas  volurnes shall be 
reported in units of one thousand cubic 
feet (mcf), and Btu heating value shall 
be  reported at  a rate of Btu's per cubic 
foot, at a standard pressure base of 
14.73 pounds per square inch absolute 
(psia) and a standard temperature base 
of 60 OF. except that for OCS leases in 

(c) No royalty is due on residue gas, or 
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MMS-4110-01I Transponalwt Alknvance 
R e m - d u e  within 3 monlhs lollomng the 
Iasl day 01 (he monlh for whch an allowance 
ia claimed. unless a low period ia ap- 

MMS-4295-Gas Transpciialwt Allowance 
Repon-due mlhin 3 months lollomng ihe 
la01 day 01 the monlh lor which an allowance 
is claimed unless (1 l o w r  perlod is approved 

proved by MMS ...................................................... 

by MMS ................................................................... 

the Gulf of Mexicn. gas volumes and Btu 
heating values shall be reported at  a 
standard pressure base of 15.025 psia 
and a standard temperature base of 60 
OF. Gas volumes and Btu heating values 
shall be  reported, for royalty purposes, 
on the same water vapor saturated or 
unsaturated basis prescribed by Federal 
Energy Regulatory Commission (FERC) 
regulation, or on the basis prescribed in 
rhe lessee's gas sales contract provided 
that the sales contract does not conflict 
with FERC regulation. 

(2) The frequency and method of Btu 
measurement a s  set forth in the lessee's 
contract shall be  used to determine Btu 
heating values for reporting purposes. 
I {owever, the lessee shall measure the 
Btu value at least semiannually by 
recognized standard industry testing 
methods even i f  the lessee's contract 
provides for less frequent measurement. 

(b)[1) Residue gas  and gas  plant 
product volumes shall be reported a s  
specified in this paragraph. 

(2) Carbon dioxide (CO,). nitrogen 
(NJ. helium (He). residue gas, and any 
other gas marketed a s  a separate 
product shall be reported by using the 
same standards specified in paragraph 
(a )  of this section. 

shall be  reported in standard US. 
gallons (231 cubic inches) a t  80 OF. 
(4) Sulfur (S] volumes shall be  

reported in long tons (2.240 pounds]. 

(3) Natural gas liquids (NGL) volumes 

PART 206-PRODUCT VALUATION 

1. The authority citation for Part 206 
continues to read a s  follows: 

Authority: 25 U.S.C. 396 c f  seq.: 25 U.S.C. 
396a el seq.: 25 U.S.C. 2101 et seq.: 30 U.S.C. 
181 et seq.: 30 U.S.C. 351 el scq.: 30 U.S.C. 
1M)l el seq.: 30 U.S.C. 1701 el seq.: 43 U.S.C. 
1301 el scq.: 43 U.S.C. 1331 et scq.: and 43 
I1.S.C. 1801 el scq. 

A to read a s  follows: 

Subpart A-General Provisions 

9 206.10 Information coliectlon. 
The informntion collection 

requirements contained in 30 CFR Part 
206 have been aFproved by the Office of 
Management and Budget (OMB) under 
44 U.S.C. 3501 el se9. The forms and 
approved OMB clearance numbers are  
a s  follows: 

2. A new 8 206.10 is added to Subpart 

1010-0061 

1010-0075 

Form No. name. and Iilinu dale I OM6 No. 

MMS-4109-Gas Processing Allowance Sum- 
mafy Repoft-due within 3 monlhs lollowkq 
the lasl day 01 the m t h  lor whch can 
allowance is clamed. unless a longer period I 
is approved by KMS. ............................................ I 1010-0075 

The information is being collected by 
the Department of the Interior to meet 
its congressionally mandated accounting 
and audit responsibilities relating to 
Federal and Indian mineral royalty 
management. The information will be  
used to determine the transportation 
and processing allowances that may be 
deducted from royalty payments due on 
Federal and  Indian lands. The reports 
a re  required to receive a benefit. 

99 206.106 and 206.107 [Removedl 

removed from Subpart C. 

follows: 
Subpart &Federal and Indian Gas 

Sec. 
206.150 Purpose and scope. 
208.151 Definitions. 
208.152 Valuation standards-unprocessed 

gns. 
206.153 Valuation standards-processed 

gas. 
206.154 Determination of quantities and 

qualities for computing royalties. 
206.155 Accounfing for comparison. 
206.156 Transportation allowances- 

206.157 Determination of transportation 

206.158 Processing allowances-general. 
206.159 Determination of processing 

3. Sections 206.106 and 206.107 are 

4. Subpart D is revised to read a s  

general. 

allowances. 

allowawm. 

Subpart D-Federal and Indian Gas 

9 206.150 Purpose and scope. 
[a) This subpart is applicable to all 

gas  production from Federal and  Indian 
[Tribal and allotted) oil and gas  leases 
(except leases on the Osage Indian 
Reservation). The purpose of this 
subpart is to establish the value of 
production for royalty purposes 
consistent with the mineral leasing laws, 
other applicable laws and lease terms. 

(b) If the specific provisions of any 
statute, treaty, settlement agreement 
between the United States [or Indian 
lessor) and a lessee resulting from 
administrative or judicial litigation, or 
oil and gas  lease subject to the 
requirements of this subpart are  
inconsistent with any regulation in this 
subpart, then the lease, statute, treRty 
provision or settlement agreement shall 
govern to the extent of that 
inconsistency. 

(c) All royalty payments made to 
MMS or to any Tribe or allottee are  
subject to audit and adjustment. 

(d] The regulations in this subpart are 
intended to ensure that the trust 
responsibilities of the United States with 
respect to the administration of Indian 
oil and gas leases a re  discharged in 
accordance with the requirements of the 
governing mineral leasing laws. treaties. 
and lease terms. 

terminated. 
(2) Notice to Lessees 1A is terminated. 
(3) Notice to Lessees 5 is terminated. 
(4) Notice to Lessees and Operators 
[NTL) on the Outer Continental Shelf 
(OCS) concerning royalty payments on 
oil and gas lost or used on leases or 
units on the OCS is terminated. 

[e)[l) Notice to Lessees 1 is 

9 206.151 Definltloor. 
For purposes of this subpart: 
"Allowance" means a n  approved or 

a n  MMS-initially accepted deduction in 
determining value for royalty purposes. 
"Processing allowance" means a n  
allowance for the reasonable, actual 
costs incurred by the lessee for 
processing gas, or a n  approved or MMS- 
initially accepted deduction for costs of 
such processing. determined pursuant to 
this subpart. "Transportation 
allowance" means a n  allowance for the 
reasonable, actual costs incurred by the 
lessee for moving unprocessed gas, 
residue gas, or gas plant products to a 
point of sale or point of delivery off the 
lease, unit area, communitized area, or 
away from a processing plant, excluding 
gathering, or a n  approved or MMS- 
initially accepted deduction for costs of 
such transportation, determined 
pursuant to this subpart. 

"Area" means a geographic region at  
least as large as the defined limits of a n  
oil and/or  gas  field, in which oil and/or  
gas  lease products have similar quality, 
economic, and legal characteristics. 

"Arm's length contract" means a 
contract or agreement that has  been 
arrived at in the marketplace between 
independent, nonaffiliated persons with 
opposing economic interests regarding 
that contract. For purposes of this 
subpart, two persons are  affiliated if one 
person controls, is controlled by, or is 
under common control with another 
person. For purposes of this subpart, 
based on the instruments of ownership 
of the voting securities of a n  entity, or 
based on other forms of ownership: 

[a) Ownership in excess of 50 percent 
constitutes control: 

(b] Ownership of 10 through 50 
percent creates a presumption of 
control: and 
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(c) Owncrship of less than 10 percent 
creates a presumption of noncontrol 
which MMS may rebut if i t  
demonstrates actual or legal control, 
including the existence of interlocking 
directorates. 
Notwithstanding any other provisions of 
this subpart, contracts between 
relatives, either by blood or by marriage, 
a re  not arm's-length contracts. The MMS 
may require the lessee to certify 
ownership control. To be considered 
arm's-length for any production month. a 
contract must meet the requirements of 
this definition for that production month 
a s  well as when the contract was  
executed. 

accordance with genera!!y sccepted 
accounting and auditing standards, of 
royalty payment compliance activities of 
lessees or olher interest holders who 
pay royalties. rents. or bonuses on 
Federal and Indian leases. 

"BIA" means the Bureau of Indian 
Affairs of the Department of the Interior. 

"BLM" means the Bureau of Land 
Management of the Department of the 
Interior. 

raising the pressure of gas. 

hydrocarbons [normally exceeding 40 
degrees of API gravity] recovered at  the 
surface without resorting to processing. 
Condensate is the mixture of liquid 
hydrocarbons that results from 
condensation of petroleum 
hydrocarbons existing initially in a 
gaseous phase in a n  underground 
reservoir. 

"Contract" means any oral or written 
agreement. including amendments or 
revisions thereto. between two or more 
persons and enforceable by law that 
with due consideration creates a n  
obligation. 

"Field" means a geographic region 
situated over one or more subsurface oil 
and gas  reservoirs encompassing at  
least the outermost boundaries of all oil 
and gas accumulations known to be 
within those reservoirs vertically 
projected to the land surface. Onshore 
fields are  usually given names and their 
official boundaries are  often designated 
by oil and gas  regulatory agencies in the 
respective States in which the fields a re  
located. Outer Continental Shelf (OCS) 
fields are  named and their boundaries 
are  designated by MMS. 

"Gas" means any fluid, either 
combustible or noncombustible, 
hydrocarbon or nonhydrocarbon, which 
is extracted from a reservoir and which 
has  neither independent shape nor 
volume, but tends to expand 
indefinitely. It is a substance that exists 

"Audit" means a review, conducted in 

"Compression" means the process of 

"Condcnsate" means liquid 

in a gaseous or rarefied state under 
standard temperature and pressure 
conditions. 

"Gus plant products" means separate 
marketable elements, compounds, or 
mixtures, whether in liquid, gaseous. or 
solid form, resulting from processing 
gas. excluding residue gas. 

"Gathering" means the movement of 
lease production to a central 
accumulation and/or  trea tment point on 
the lease, unit or communitized area, or 
to a central accumulation or treatment 
point off the lease, unit or communitized 
area 8 s  approved by BLh4 or MMS OCS 
operations personnel for onshore and 
OCS leases, respectively. 

"Gross proceeds" (for royalty 
payment purposes) means the total 
monies and other consideration accruing 
to a n  oil and gas  lessee fm the 
disposition of unprocessed gas, residue 
gas. or pas plant products. Gross 
proceeds includes, but is not limited to, 
payments to the lessee for certain 
services such a s  compression, 
dehydration. measurement, and/or  field 
gathering to the extent that the lessee is 
obligated to perform them a t  no cost to 
the Federal Government or Indian 
lessor. and payments for g a s  processing 
rights. Gross proceeds, a s  applied to gas, 
also includes but is not limited to: Take- 
or-pay payments: reimbursements for 
severance taxes; and other 
reimbursements. Tax  reimbursements 
a re  part of the gross proceeds accruing 
to a lessee even though the Federal or 
Indian royalty interest may be  exempt 
from taxation. Payments or credits ior 
advanced exploration or development 
costs or prepaid reserve payments that 
are  subject to recoupment through 
credits against the purchase price or 
through reduced prices in later sales and 
which are  made before production 
commences become part of gross 
proceeds a s  of the time of first 
production. Monies and other 
consideration, including the forms of 
consideration identified in this 
paragraph, to which a lessee is 
contractually or legally entitled but 
which i t  does not seek to collect through 
reasonable efforts a re  also part of gross 
proceeds. 

"Indian allottee'' means any Indian for 
whom land or a n  interest in land is held 
in trust by the United States or who 
holds title subject to Federal restriction 
against alienation. 

"Indian Tribe" means any Indian' 
Tribe, band, nation, pueblo, community, 
rancheria, colony, or other group of 
Indians for which any land or interest in 
land IS held in trust by the United States 
or which is subject to Federal restriction 
against alienation. 

"Lease" means any contract. profit- 
share arrangement, joint venture, or 
other agreement issued or approved by 
the United States under a mineral 
leasing law that authorizes exploration 
for. development or extraction of, or 
removal of lease products-or the land 
area covered by that authorization, 
whichever is required by the context. 

"Lease products" means any leased 
minerals attributable to. originating 
from, or allocated to O u k r  Continental 
Shelf or onshore Federal or Indian 
leases. 

"Lessee" means any person to whom 
the United States, an Indian Tribe, or a n  
Indian allottee issues a lease, and any 
person who has  been assigned a n  
obligation to make royalty or other 
payments required by the lease. This 
includes any person who has  a n  interest 
in a lease a s  well a s  a n  operator or 
payor who has  no interest in the lease 
but who has  assumed the royalty 
payment responsibility. 

"Like-quality lease products" means 
lease products which have similar 
chemical. physical, and legal 
characteristics. 

"Marketable condition" means lease 
products which are  sufficiently free from 
impurities and otherwise in a condition 
that thLy will be  accepted by a 
purchaser under a sales contract typical 
for the field or area. 

affiliate of the lessee whose function is 
to acquire only the lessee's production 
and to market that production. 

minimum amount of annual royalty that 
the lessee must pay a s  specified in the 
lease or in applicable leasing 
regulations. 

"Net-back method" (or work-back 
method) means a method for calculating 
market value of gas a t  the lease. Under 
this method, costs of transportation, 
processing. or manufacturing a re  
deducted from the proceeds received for 
the gas. residue gas  or gas  plant 
products, and any  extracted, processed, 
or manufactured products, or from the 
value of the gas, residue gas  or gas  plant 
products, and  any extracted. processed, 
or manufactured products, a t  the first 
point at which reasonable values for 
any such products may be  determined 
by a sale pursuant to a n  arm's-length 
contract or comparison to other sales of 
such products, to ascertain value at the 
lease. 

"Net output" means the quantity of 
residue gas  and  each gas  plant product 
that a processing plant produces. 

"Net profit share" [for applicable 
Federal and  Indian leases] means the 
specified share of the net profit from 

"Marketing affiliate" means a n  

"Minimum royalty" means that 
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production of oil and gas  a s  provided in 
the egreement. 

means all submerged lands lying 
seaward and outside of the area of land 
beneath navigable waters a s  defined in 
section 2 of the Submerged Lands Act 
(43 U.S.C. 1301) and of which the subsoil 
and seabed appertain to the United 
States and are  subject to its jurisdiction 
and control. 

"Person" means any individual. firm, 
corporation. association. partnership. 
consortium, or joint venture [when 
established a s  a separate entity). 

"Posted price" means the price, net of 
all  adjustments for quality and location, 
specified in publicly available price 
bulletins or other price notices available 
a s  part of normal business operations 
for quantities of unprocessed gas. 
residue gas, or gas plant products in 
marketable condition. 

"Processing" means uny process 
designed to remove elements or 
compounds (hydrocarbon and 
nonhydrocarbon) from gas, including 
absorption. adsorption. or refrigeration. 
Field processes which normally take 
place on or near the lease. such a s  
natural pregsure reduction. mechanical 
separation. heating. cooling. 
dehydration, end compression. are  not 
considered processing. The changitri: ..f 
pressures and/or  temperatures in a 
reservoir is not considered processing. 

hydrocarbon gas consisting principally 
of methane resulting from processing 
gas. 

subject to section 6 of the Outer 
Conlinenlal Shelf Lands Act, a s  
amended. 43 U.S.C. 1335. 

"Selling arrangement" means the 
individual contractual arrangements 
under which sales or dispositions of gas. 
residue gas and gas  plant products are  
made. Selling arrangements are  
described by illustration in the MMS 
Royalty Management Program Oil and 
Gas Payor Handbook. 

"Spot sales agreement" means a 
contract wherein a seller agrees to sell 
to a buyer a specified amount of 
unprocessed gas. residue gas, or gas 
plant products a t  a specified price over 
a fixed period. usually of short duration, 
which does not normally require a 
cancellation notice to terminate, and 
which does not con!ain a n  obligation. 
nor imply a n  intent, to continue in 
subsequent periods. 

"Warranty contract" means a long- 
term contract entered into prior to 1970, 
including any amendments thereto, for 
the sale of gas  wherein the producer 
agrees to sell a specific amount of gas  
and the gas delivered in satisfaction of 

"Outer Continental Shelf (OCS") 

"Residue gas" means that 

"Section 6 lease" means a n  OCS lease 

this obligation may come from fields or 
sources outside of the designated fields. 

8 206.152 Valuation 8tandard8- 
unprocer8ed 088. 

(a)(1) This section applies to the 
valuation of all gas  that is not processed 
and all gas that is processed but is sold 
or otherwise disposed of by the lessee 
pursuant to a n  arm's-length contract 
prior to processing. Where the lessee's 
contract includes a reservation of the 
right to process the gas  and the lessee 
exercises that right. or where the 
lessee's contract for the sale of gas prior 
to processing provides for the value to 
be determined bused upon a percentage 
of the purchaser's proceeds resulting 
from processing the gas, 0 206.153 shall 
apply instead of this section. This 
section also applies to processed gas 
which must be valued prior to 
processing in accordance with 0 206.155. 

( 2 )  The value of production. for 
royalty purposes, of gas subject to this 
subpart shall be the value of gas  
determined pursuant to this section less 
applicable allowances determined 
pursuant to this subpart. 

(3)(i) For any  Indian leases which 
provide that the Secretary may consider 
the highest price paid or offered for a 
major portion of production (major 
portion) in determining value of 
production for royalty purposes. if data 
are  available to compute a major portion 
MMS will. where practicable. compare 
the value determined in accordance 
with this section with the major portion. 
The value to be used in determining the 
value o f  production for royalty purposes 
shall be the higher of those two values. 

[ii) For purposes of this paragraph, 
major portion means the highest price 
paid or offered at  the time of production 
for the major portion of gas  production 
from the same field. The major portion 
will be calculated using like-quality gas 
sold under arm's-length contracts from 
the same field (or. i f  necessary to obtain 
a reasonable sample, from the same 
area)  for each month. All such sales will 
be  arrayed from highest price to lowest 
price (at the bottom]. The major portion 
is that price at which 50 percent [by 
volume) plus 1 mcf of the gas [starting 
from the bottom) is sold. 

pursuant to a n  arm's-length contract 
shall be the groso proceeds accruing to 
the lessee, except a s  provided in 
paragraphs [b)(l)(ii) and (b)(l)(iii) of this 
section. The lessee shall have the 
burden of demonstrating that its 
contract is arm's-length. The value 
which the lessee reports, for royalty 
purposes, is subject to monitoring. 
review, and audit. For purposes of this 
section, gas  which is sold or otherwise 

(b)(l)(i) The value of gas  which is sold 

transferred to the lessee's marketing 
affiliate and then sold by the marketing 
affiliate pursuant to a n  arm's-length 
contract shall be valued in accordance 
with this paragraph based upon the sale 
by the marketing affiliate. 

[ii) In conducting reviews and audits, 
MMS will examine whether the contract 
reflects the total consideration actually 
transferred either directly or indirectly 
from the buyer to the seller for the gas. If 
the contract does not reflect the total 
consideration. then the MMS may 
require that the gas  sold pursuant to that 
contract be valued in accordance with 
paragraph (c) of this section. Value may 
not be less than the gross proceeds 
accruing to the lessee. including the 
additional consideration. 

[ i i i )  I f  the MMS determines that the 
gross proceeds accruing to the lessee 
pursuant to a n  arm's-length contract d o  
not reflect the reasonable value of the 
production because of misconduct by or 
between the contracting parties. or 
because the lessee otherwise has  
breached its duty to the lessor to market 
the production for the mutual benefit of 
the lessee and the lessor, then MMS 
shall require that the gas  production be  
valued pursuant to paragraphs (c)[z) or 
(c)[3) of this section, and in accordance 
with the notification requirements of 
paragraph (e ]  of this section. When 
MMS determines that the value may be 
unreasonable, MMS will notify the 
lessee and give the lessee a n  
opportunity to provide written 
information justifying the lessee's value. 
(2) Notwithstanding the provisions of 

paragraph (b) ( l )  of this section, the 
value of gas sold pursuant to a warranty 
contract shall be determined by MMS, 
and due consideration will be given to 
all valuation criteria specified in this 
section. The lessee must request a value 
determination in accordance with 
paragraph (g) of this section for gas  sold 
pursuant to a warranty contract; 
provided. however, that any  value 
determination for a warranty contract in 
effect on the effective date  of these 
regulations shall remain in effect until 
modified by MMS. 

(3) MMS may require a lessee to 
certify that its arm's-length contract 
provisions include all of the 
consideration to be  paid by the buyer, 
either directly or indirectly. for the gas. 

(c) The value of gas  subject to this 
section which is not sold pursuant to a n  
arm's-length contract shall be  the 
reasonable value determined in 
accordance with the first applicable of 
the following methods: 

lessee pursuant to a sale under its non- 
arm's-length contract (or other 

(1) The gross proceeds accruing to the 
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disposition other than by a n  arm's- 
length contrect]. provided that those 
gross proceeds are  equivalent to the 
gross proceeds derived from, or paid 
under, comparable arm's-length 
contracts for purchases. sales. or other 
dispositions of like-quality gas in the 
same field (or. i f  necessary to obtain a 
reasonable sample. from the same area). 
In evaluating the comparability of arm's- 
length contracts for the purposes of 
these regulations. the following factors 
shall bc considered: price, time of 
oxecution. duration, miirket or miirkets 
served. terms. quality of gas. volume, 
and such other factors a s  may be  
appropriate to reflect the value of the 
gas: 

consideration of other information 
relevant in valuing like-quality gas. 
including gross proceeds under arm's- 
length contracts for like-quality gas  in 
the siime field or nearby fields or areas. 
posted prices for gas. prices received in 
iirm's-length spot sales of gas. other 
reliable public sources nf price or 
market information, and other 
information as to the particular lease 
operation or the saleability of the gas: or 

(3) A net-back method or any other 
reasonable method to determine value. 

( d ) ( l )  Notwithstanding any other 
provisions of this section. except 
paragraph [hJ of this section. if  the 
maximum price permitted by Federal 
law at  which gas  may be sold is less 
than the value determined pursuant to 
this section. then MMS shall accept such 
maximum price a s  the value. For 
purposes of this section. price 
limitations set by any  Sfate or local 
government shall not be  considered a s  a 
maximum price permitted by Federal 
law. 

( 2 )  The limitation prescribed in 
paragraph ( d ) ( l )  of this section shall not 
apply to gas  sold pursuant to a warranty 
contract and  va!oed pursuant to 
paragraph (b)(2) of this section. 

(e ) ( l )  Where the value is determined 
pursuant to paragraph (c) of this section. 
the lessee shall retain all data relevant 
to the determination of royalty value. 
Such dala  shall be subject to review and 
audit. a n d  MMS will direct a lessee to 
use a different value if i t  determines that 
the reported value is inconsistent with 
the requirements of these regulations. 

( 2 )  Any Federal or Indian lessee will 
make available upon request to the 
authorized MMS. State. or Indian 
representatives. to the Office of the 
Inspector General of the Department of 
the Interior, or other person authorized 
to receive such information, arm's-length 
sales and volume dala for like-qualily 
production sold. purchased or otherwise 

(2) A value determined by 

obtained by the lessee from the field or 
area or from nearby fields or areas. 

(3) A lessee shall notify MMS i f  i t  has  
determined value pursuant to paragraph 
(c)(Z) or (c)(3) of this section. The 
notification shall be  by letter to the 
MMS Associate Director for Royalty 
Management or hislher designee. The 
letter shall identify the valuation 
method to be used and contain a brief 
description of the procedure to be  
followed. The notification required by 
this paragraph is a one-time no!ification 
due no later than the end of the month 
following the month the lessee first 
reports royalties on a Form MMS-2014 
using a valuation method authorized by 
paragraph (c](2] or (c)(3) of this section, 
and each time there is a change in a 
method under paragraph (cj(2) or [c)(3) 
of this section. 

(r) I f  MMS determines that a lessee 
has  not properly determined value. the 
lessee shall pay the difference. i f  any, 
between royalty payments made based 
upon the value i t  has  used and the 
royalty payments that are  due based 
upon the value established by MMS. 
The lessee shall also pay interest on that 
difference computed pursuant to 30 CFR 
218.54. If the lessee is entitled to a 
credit. MMS will provide instructions for 
the taking of that credit. 

(g) The lessee may request a value 
determination from MMS. In that event. 
the lessee shall propose to MMS a value 
determination method, and may use that 
method in determining value for royalty 
purposes until MMS issues its decision. 
The lessee shall submit all available 
data relevant to its proposal. The MMS 
shall expeditiously determine the value 
based upon the lessee's proposal and 
any additional information MMS deems 
necessary. In making a value 
determinetion MMS may use any of the 
valuation criteria authorized by this 
subpart. That determination shall 
remain effective for the period stated 
fherein. After MMS issues its 
determination, the lessee shall make the 
adjustments in accordance with 
paragraph (r) of this section. 

(h) Notwithstanding any other 
provision of this section. under no 
circumstances shall the value of 
production for royalty purposes be less 
than the gross proceeds accruing to the 
lessee for lease production, less 
applicable allowances determined 
pursuant to this subpart. 

( i )  The lessee is required to place gas 
in marketable condition at no cost to the 
Federal Government or Indian lessor 
unless otherwise provided in the lease 
agreement. Where the value established 
pursuant to this section is determined by 
a lessee's gross proceeds, that value 
shall be increased to the extent that the 

gross proceeds have been reduced 
because the purchaser. or any other 
person, is providing certain services the 
cost of which ordinarily is the 
responsibility of the lessee to place the 
gas  in marketable condition. 

[ j ]  Value shall be based on the highest 
price a prudent Iessee can receive 
through legally enforceable claims under 
its contract. If there is no contract 
revision or amendment. and the lessee 
fails to take proper or timely action to 
receive prices or benefits to which it is 
entitled, i t  must pay royalty a t  a value 
based upon that obtainable price or 
benefit. Contract revisions or 
amendments shall be in writing and 
signed by all parties to a n  arm's-length 
contract. I f  the lessee makes timely 
application for a price increase or 
benefit allowed under i ts contract but 
the purchaser refuses. and the lessee 
takes reasonable measures. which are  
documented. to force purchaser 
compliance, the lessee will owe no 
additional royalties unless or until 
monies or consideration resulting from 
the price increase or additional benefits 
are received. This paragraph shall not 
be  construed to permit a lessee to avoid 
its royalty payment obligation in 
situations where a purchaser fails to 
pay. in whole or in part or timely, for a 
quantity of gas. 

(k) Notwithstanding any provision in 
these regulations to the contrary, no 
review. reconciliation, monitoring. or 
other like process that results in a 
redetermination by the MMS of value 
under this section shall be  considered 
final or binding a s  against the Federal 
Government. its beneficiaries, the Indian 
Tribes. or allottees until the audit period 
is formally closed. 

( I ]  Certain information submitted to 
MMS to support valuation proposals, 
including transportation or 
extraordinary cost allowances. is 
exempted from disclosure by the 
Freedom of Information Act, 5 U.S.C. 
552. or other Federal Law. Any data 
specified by law to be privileged, 
confiden!hl, or otherwise exempt will 
be  mair.tained in a confidential manner 
in accordance with applicable l a w  and 
regulations. All requests for information 
about determinations made under this 
subpart are  to be submitted in 
accordance with the Freedom of 
Information Act regulation of the 
Department of the Interior, 43 CFR Part 
2. Nothing in this section is intended to 
limit or diminish in any manner 
whatsoever the right of a n  Indian lessor 
to obtain any and all information as 
such lessor may be  lawfully entitled 
from MMS or such lessor's lessee 
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directly under the terms of the lease. 30 
U.S.C. 1733. or other applicable law. 

$206.153 Valuation standards- 
processed gas. 

valuation of all giis that is processed by 
the lessee and any other gas  production 
to which this subpart applies and that is 
not subject to the valuation provisions 
of 8 206.152 of this subpart. This section 
applies where the lessee's contract 
includes ii reservation of the right to 
process the gas  and the lessee exercises 
that right, or where the lessee's contract 
for the sale of gas prior to processing 
provides for the value to be determined 
based upon a percentage of the 
purchaser's proceeds resulting from 
processing the gas [in which event these 
regulations will apply to determine 
value a s  i f  the person actually selling or 
disposing of the residue gas  or gas plant 
products were the lessee of the Federal 
or Indian lease). 

royalty purposes, of gas  subject to this 
section shall be the combined value of 
the residue gas  and all gas plant 
products determined pursuant to this 
section. plus the value of any  
condensate recovered downstream of 
the point of royalty settlement without 
resorting to processing determined 
pursuant to f 206.102 of this part. less 
applicable transportation allowances 
and processing allowances determined 
pursuant to this subpart. 

[3)[i) For a n y  Jndian leases which 
provide that the Secretary may consider 
the highest price paid or offered for a 
major portion of production [major 
portion) in determining value for royalty 
purposes, if data  a re  available to 
compute a major portion MMS will, 
where practicable. compare the values 
determined in accordance with this 
section for any lease product with the 
major portion determined for that lease 
product. The value to be used in 
determining the value of production for 
royalty purposes shall be  the higher of 
those two values. 

(ii] For purposes of this paragraph, 
major portion means the highest price 
paid or offered at  the time of production 
for the major portion of gas production 
from the same field, or for residue gas  or 
gas plant products from the same 
processing plant, a s  applicable. The 
major portion will be calculated using 
like-quality lease products suld under 
arm's-length contracts from the same 
field or processing plant (cr. if necessary 
to obtain a reasonable sample, from the 
same area or nearby processing plants] 
for each month. All such sales will be  
arrayed from highest price to lowest 
price (at the bottom). The major portion 

(al(1) This section applies to the 

(2) The value of production. for 

is that price at which 50 percent [by 
volume) plus 1 mcf of the gas [starting 
from the bottom] is sold. or  for gas plant 
products, 50 percent (by volume] plus 1 
unit. 

(b)[l)[i) The value of the residue gas 
or any gas plant product which is sold 
pursuant to a n  arm's-length contract 
shall be the gross proceeds accruing to 
the lessee, except a s  provided in 
paragraphs (b)(l)(ii) and (b)(l)(iii) of this 
section. The lessee shall have the 
burden of demonstrating that it3 
con(ract is arm's-length. The value that 
the lessee reports for royalty purposes is 
subject to monitoring, review. and audit. 
For purposes of this section, residue gas  
or any gas  plant product which is sold or 
otherwise transferred to the lessee's 
marketing affiliate and then sold by the 
marketing affiliate pursuant to a n  arm's- 
length contract shall be  vslued in 
accordance with this paragraph based 
upon the sale by the marketing affiliate. 

(ii) In conduering these reviews and 
audits, MMS will examine whether or 
not the contract reflects the total 
consideration actually transferred either 
directly or indirectly from the buyer to 
the seller for the residue gas or gas plant 
pioduct. If  the contract does not reflect 
the total consideration. then the MMS 
may require that the residue gas or gas  
plant product sold pursuant to that 
contract be valued in accordacce with 
paragraph IC) of this section. Value msy 
not be less than the gross proceeds 
accruing to the lessee, including the 
additional consideration. 

(iii] If the MMS determines that the 
gross proceeds accruing to the lessee 
pursuant to a n  arm's-length contract d o  
not reflect the reasonable value of the 
residue gas or gas plant product because 
of misconduct by or between the 
contracting parties, or because the 
lessee otherwise has  breached its duty 
to the lessor to market the production 
for the mutual benefit of the lessee and 
the lessor, then MMS shall require that 
the residue gas  or gas  plant product be 
valued pursuant to paragraphs [c)[2) or 
(c)[3) of this section. and in accordance 
with the notification requirements of 
paragraph [e) of this section. When 
MMS determines that the value may be 
unreasonable, MMS will notify the 
lessee and give the lessee a n  
opportunity to provide written 
information justifying the lessee's value. 

( 2 )  Notwithstanding the provisions of 
paragraph [b)[l) of this section. the 
value of residue gas  sold pursuaiit to a 
warranty contract shall be determined 
by MMS. and due consideration will be 
given to all valuation criteria specified 
in this section. The lessee must request 
a value determination in accordance 
with paragraph (g] of this section for gas 

sold pursuant to a warranty contrilct: 
provided, however, that any value 
determination for a warranty contract in 
effect on the effective date  of these 
regulations shall remain in effect until 
modified by MMS. 

[3) MMS may require a lessee lo 
certify that its arm's-length contract 
provisions include all of the 
consideration to be  paid by the buyer. 
either directly or indirectly, for the 
residue gas  or gas  plant product. 

[c] The value of residue gas  or any gas 
plant product which is not sold pursuant 
to a n  arm's-length contract shall be the 
reasonabie value determined in 
accordance with the first applicable of 
the following methods: 

lessee pursuant to a sale under its non- 
arm's-length contract tor other 
disposition other than by a n  arm's- 
length contract). provided that those 
gross proceeds a re  equivalent to the 
gross proceeds derived from. or paid 
under, comparable arm's-length 
contracts for purchases. snles. or other 
dispositions of like quality residue gas  
or gas plant products from the same 
piocessing plant [or, i f  necessary to 
obtain a reasonable sample, from 
nearby plants). In evaluating the 
comparability of arm's-length contracts 
for the purposes of these regulations. the 
following factors shall b e  considered: 
price, time of execution. duration, 
market or markets served, terms, quality 
of residue gas or gas  plant products. 
volume, and such other factors a s  may 
be  appropriate to reflect the value of the 
residue gas  or gas  plant products; 

consideration of other information 
relevant in valuing like-quality residue 
gas  or gas  plant products, including 
gross proceeds under arm's-length 
contracts for like-quality residue gas  or 
gas plant products from the same gas 
plant or other nearby processing plants, 
posted prices for residue gas  or gas  
plant products. prices received in spot 
sales of residue gas or gas plant 
products, other reliable public sources of 
price or market information, and other 
information a s  to the particular lease 
cperation or the saleability of such 
residue gas  or gas  plant products: o r  

(31 A net-back method or any other 
reasonable method to determine value. 

(d)(l) Notwithstanding any other 
provisions of this section, except 
paragraph [h) of this section, if the 
maximum price permitted by Federal 
law at which any residue gas  or gas  
plant products may be sold is less than 
the value determined pursuant to this 
section. then MMS shall accept such 
maximum price as the value, For the 

(1) The gross proceeds accruing to the 

( 2 )  A value determined by 
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purposes of this section, price 
limitations set by any State or local 
government shall not be  considered a s  a 
maximum price permitted by Federal 
law. 

(2) The limitation prescribed by 
paragraph (d)[ l)  of this section shall not 
apply to residue gas sold pursuant to a 
warranty contract and  valued pursuant 
to paragraph (b)(Z) of this section. 

( e ) ( l )  Where the value is determined 
pursuant to paragraph (c)  of this section. 
the lessee shall retain a11 dtita relevant 
to the determination of royalty value. 
Such data shall be subject to review and 
audit. and MMS will direct a lessee to 
use a different value i f  i t  determines 
upon review or audit that the reported 
value is inconsistent with the 
requirements of these regulations. 

make available upon request to the 
authorized MMS. Stale. or Indian 
representatives, to the Office of the 
Inspector General of the Department of 
the Interior, or other persons authorized 
to receive such information. arm's-length 
sales and volume data for like-quality 
residue gas and gas  plant products sold. 
purchased or otherwise obtained by the 
lessee from the same processing plant or 
from nearby processing plants. 

(3) A lessee shall notify MMS i f  i t  has 
determined any value pursuant to 
paragraph (c)(Z) or [c)[3) of this section. 
The notification shall be by letter to the 
MMS Associate Director for Royalty 
Management or his/her designee. The 
letter shall identify the valuation 
method to be  used and contain a brief 
description of the procedure to be  
followed. The notification required by 
this paragraph is a one-time notification 
due no later than the end of the month 
following the month the lessee first 
reports royalties on a Form MMS-2014 
using a valuation method authorized by 
paragraph (c&!) or (cl(3) of this section. 
and each time there is a change in a 
method under paragraph (c)(2) or (c)(3) 
of this section. 

(r) If MMS determines that a lessee 
has not properly determined value. the 
lessee shall pay the difference. i f  any, 
between royalty payments made based 
upon the value i t  has  used and the 
royalty payments that a re  due based 
upon the value established by MMS. 
The lessee shall also pay interest 
computed on that difference pursuant to 
30 CFR 218.54. If the lessee is entitled to 
a credit, MMS will provide instructions 
for the taking of that credit. 

(g) The lessee may request a value 
determination from MMS. In that event, 
the lessee shall propose to MMS a value 
determination method. and may use that 
method in determining value for royalty 
purposes until MMS issues its decision. 

( 2 )  Any Federal or Indian lessee will 

The lessee shall submit all available 
datu relevant to its proposal. The MMS 
shall expeditiously determine the value 
based upon the lessee's proposal and 
any additional information MMS deems 
necessary. In making a value 
determination, MMS may use any of the 
valuation criteria authorized by this 
subpart. That determination shall 
remain effective for the period stated 
therein. After MMS issues its 
determination, the lessee shall make the 
adjustments in accordance with 
paragraph [f) of this section. 

[h) Notwithstanding any other 
provision of this section. under no 
circumstances shall the value of 
production for royalty purposes be  less 
than the gross proceeds accruing to the 
lessee for residue gas  and/or  any gas  
plant products, less applicable 
transportation allowances and 
processing allowances determined 
pursuant to this subpart. 

( i )  The lessee is required to place 
residue gas  and gas  plant products in 
marketable condition at  no cost to the 
Federal Government or Indian lessor 
unless otherwise provided in the lease 
agreement. Where the value established 
pursuant to this section is determined by 
a lessee's gross proceeds, that value 
shall be increased to the extent that the 
gross proceeds have been reduced 
because the purchaser, or any other 
person. is providing certain services the 
cost of which ordinarily is the 
responsibility of the lessee to place the 
residue gas or gas plant products in 
marketable condition. 

( j )  Value shall be  based on the highest 
price a prudent lessee can receive 
through legally enforceable claims under 
its contract. Absent contract revision or 
amendment, if the lessee fails to take 
proper or timely action to receive prices 
or benefits to which it is entitled it must 
pay royalty at a value based upon that 
obtainable price or benefit. Contract 
revisions or amendments shall be in 
writing and signed by all parties to a n  
arm's-length contract. If the lessee 
makes timely application for a price 
increase or benefit allowed under its 
contract but the purchaser refuses, and 
the lessee takes reasonable measures. 
which are  documented, to force 
purchaser compliance, the lessee will 
owe no additional royalties unless or 
until monies or consideration resulting 
from the price increase or additional 
benefits are  received. This paragraph 
shall not be  construed to permit a lessee 
to avoid its royalty payment obligation 
in situations where a purchaser fails to 
pay, in whole or in part, or timely, for a 
quantity of residue gas or gas plant 
product. 

(k) Notwithstanding any provision in 
these regulations to the contrary. no 
review. reconciliation. monitoring, or 
other like process that results in a 
redetermination by MMS of value under 
this section shall be considered final or 
binding against the Federal Government, 
its beneficiaries. the Indian Tribes. or 
alloftees, until the audif period is 
formally closed. 

(I) Certain information submitted to 
MMS to support valuation proposals. 
including transportation allowances. 
processing allowances or extraordinary 
cost allowances. is exempted from 
disclosuie by 1 .x  Freedom of 
information Act. 5 U.S.C. 552. or other 
Federal law. Any data  specified by law 
to be privileged. confidential. or 
otherwise exempt. will be maintained in 
a confidential manner in accordance 
with applicable law and regulations. All 
requests for information about 
determinations made under this Part are  
to be  submitted in accordance with the 
Freedom of Information Act regulation 
of the Department of the Interior. 43 CFR 
Part 2. Nothing in this section is 
intended to limit or diminish in any 
manner whatsoever the right of a n  
Indian lessor to obtain any and all 
information a s  such lessor may be  
lawfully entitled from the MMS or such 
lessor's lessee directly under the terms 
of the lease. 30 U.S.C. 1733. or other 
applicable law. 

8 206.154 Detenninatlon of quantities and 
quallties for computing royalties. 

(a ) [ l )  Royalties shall be computed on 
the basis of the quantity and quality of 
unprocessed gas  a t  the point of royalty 
settlement approved by BLM or MMS 
for onshore and OCS leases, 
respectively. 

(2) If the value of gas determined 
pursuant to 9 206.152 of this subpart is 
based upon a quantity and/or qualify 
that is different from the quantity and/  
or quality a t  the point of royalty 
settlement. a s  approved by BLM or 
MMS, that value shall be adjusted for 
the differences in quantity and/or  
quality. 

(b)[ l )  For residue gas  and gas plant 
products, the quantity basis for 
computing royalties due is the monthly 
net output of the plant even though 
residue gas  and/or  gas  plant products 
may be in temporary storage. 

(2) If the value of residue gas and/or  
gas plant products determined pursuant 
to 9 206.153 of this subpart is based 
upon a quantity and/or  quality of 
residue gas  and/or  gas  plant products 
that is different from that which is 
attributable to a lease, determined in 
accordance with paragraph [c] of this 
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section. that value shall be  adjusted for 
the differences in quantity andlor  
quality. 

gas plant products attributable to a 
lease shall be determined according to 
the following procedure: 
(1) When the net output of the 

processing plant is derived from gas 
obtained from only one lease. the 
quantity of the residue gas and gas plant 
products on which computations of 
royalty a r e  based is the net output of the 
plant. 

processing plant is derived from gas 
obtained from more than one lease 
producing gas of uniform content. the 
quantity of the residue gas  and gas  plant 
products allocable to each lease shall be 
in the same proportions a s  the ratios 
obtained by dividing the amount of gas  
delivered to the plant from each lease 
by the total amount of gas  delivered 
from all leases. 

processing plant is derived from gas 
obtained from more than one lease 
producing gas  of nonuniform content. 
the quantity of the residue gas allocable 
to each lease will be determined by 
multiplying the amount of gas delivered 
to the plant from the lease by the 
residue gas content of the gas. and 
dividing the arithmetical product thus 
obtained by the sum of the similar 
arithmetical products separately 
obtained for all leases from which gas is 
delivered to the plant. and then 
multiplying the net output of the residue 
gas  by the arithmetic quotient obtained. 
The net output of gas plant products 
allocable to each lease will be 
dekrmined by multiplying the amount of 
gas delivered to the plant from the lease 
by the gas  plant product content of the 
gas. and dividing the arithmetical 
product thus obtained by the sum of the 
similar arithmetical products separately 
obtained for all leases from which gas is 
delivered to the plant, and then 
multiplying the net output of each gas 
plant product by the arithmetic quotient 
obtained. 

approval of other methods for 
determining the quantity of residue gas 
and gas  plant products allocable to each 
lease. If approved. such method will be 
applicable to all gas production from 
Federal and Indian leases that is 
processed in the same plant. 

(d) ( l )  No deductions may be made 
from the royalty volume or royalty value 
for actual or theoretical losses. Any 
actual loss of unprocessed gas  that may 
be sustained prior to the royalty 
settlement metering or measurement 
point will not be subject to royalty 

(c)  The quantity of the residue gas  and 

(21 When the net output of a 

(3) When the net output of a 

(4) A lessee may request MMS 

provided that such loss is determined to 
have been unavoidable by  BLM or 
MMS. a s  appropriate. 

(2) Except a s  provided in paragraph 
(d) ( l )  of this section and 30 CFR 
202.151(c). royalties are  due on 100 
percent of the volume determined in 
accordance with paragraphs (a) through 
(c) of this section. There can be no 
reduction in that determined volume for 
actual losses after the quantity basis has  
been determined or for theoretical 
losses that are claimed to have taken 
place. Royalties are  due on 100 percent 
of the value of the unprocessed gas. 
residue gas. and/or  gas  plant products 
as provided in this subpart, less 
1; plicable allowancw. There can be no 
<i:duction from the value of the 
unprocessed gas, residue gas. and/or 
gas  plant products to compensate for 
actual losses after the quantity basis has  
been determined. or for theoretical 
losses that are  claimed to have taken 
place. 
5 206.155 Accounting for c~~mparison. 

(a )  Except a s  provided in paragraph 
(b) of this section, where the lessee (or a 
person to whom the lessee has 
transferred gas  pursuant to a non-arm's- 
length contract or without a contract) 
processes the lessee's gas  and after 
processing the gas  the residue gas  is not 
sold pursuant to an arm's-length 
contract. the value, for royalty purposes. 
shall be  the greater of (I) the combined 
value. for royalty purposes, of the 
residue gas  and gas  pfant products 
resulting from processing the gas  
determined pursuant to 0 206.153 of this 
subpart. plus the value, for royalty 
purposes. of any condensate recovered 
downstream of the point of royalty 
settlement without resorting to 
processing determined pursuant to 
0 206.102 of this subpart: or (2) the value. 
for royalty purposes, of the gas prior to 
processing determined in accordance 
with 3 206.152 of this subpart. 

comparison contained in the terms of 
leases, particularly Indian leases, will 
govern a s  provided in 8 206.150(b) of 
this subpart. When accounting for 
comparison is required by the lease 
terms, such accounting for comparison 
shall be determined in accordance with 
paragraph (a) of this section. 

5 206.156 Transportation ailowances- 
genera I. 

(a)  Where the value of gas  has  been 
determined pursuant to 0 206.152 or 
8 206.153 of this subpart at a point (e+.. 
sales point or point of value 
determination) off the lease, MMS shall 
allow a deduction for the reasonable 
actual costs incurred by the lessee to 

(b) The requirement for accounting for 

. 

transport unprocessed gas. residue gas. 
and gas plant products from a lease to a 
point off the lease including. i f  
appropriate, transportation from the 
lease to a gas processing plant off the 
lease and from the plant to a point away 
from the plant. 

allocated among all products produced 
and transported a s  provided in 
9 206.157. 

(c)(1) Except a s  provided in paragraph 
(c](s] of this secfion, for unprocessed gas 
valued in accordance with 9 206.152 of 
this subpart, the transportation 
allowance deduction on the basis of a 
selling arrangement shall not exceed 50 
percent of the value of the unprocessed 
gas  determined in accordance with 
0 206.152 of this subpart. 

(2) Except a s  yrovided in paragraph 
(c)(3) of this section, for gas  production 
valued in accordance with 9 206.153 of 
this subpart the transportation 
allowance deduction on the basis of a 
selling arrangement shall not exceed 50 
percent of the value of the residue gas or 
gas plant product determined in 
accordance with 4 ~(38.153 of this 
subpart. For purposes of this section, 
natural gas liquids shall be considered 
one product. 

(3) Upon request of a lessee, MMS 
may approve a transportation allowance 
deduction in excess of the limitations 
prescribed by paragraphs (c)( l )  and 
(c)(2) of this section. The lessee must 
demonstrate that the transportation 
costs incurred in excess of the 
limitations prescribed in paragraphs 
(c)(I) and (c)(2) of this section were 
reasonable, actual, and necessary. An 
application for exception shall contain 
all relevant and supporting 
documentation necessary for the MMS 
to make a determination. Under no 
circumstances shall the value for royalty 
purposes under a n y  selling arrangement 
be  reduced to zero. 

(d) If, after a review and/or  audit, 
MMS determines that a lessee has  
improperly determined a transportation 
allowance authorized by this subpart, 
then the lessee shall pay any additional 
royalties, plus interest. determined in 
accordance with 30 CFR 218.54, or shall 
be  entitled to a credit, without interest. 

8 206.157 Determination of transportation 
allowances. 

[a)  Arm 3-length fronsportation 
confrocfs. ( l ) ( i )  For transportation costs 
incurred by a lessee pursuant to a n  
arm's-length contract, the transportation 
allowance shall be  the reasonable, 
actual costs incurred by the lessee for 
transporting the unprocessed gas, 
residue gas  and/or  gas plant products 

(b) Transportation costs must be  
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under that contract. except a s  provided 
in paragraphs ( a ) ( ~ ) ( i i )  and (a)(l)(iii) of 
this section. subject to moni'uring. 
review, audit. and adjustment. The 
lessee S h i L l l  have the burden of 
demonstrating that its contract is arm's- 
length. Such allo*\ :inces shall be subject 
to the provisions of paragraph (r) of this 
section. Before any deduction may be 
taken. the lessee must submit a 
completed page one of Form MMS-4295 
(and Schedule 1). C a s  Transportalion 
Allowance Report. in accordance with 
paragraph (c ) ( l )  of this section. A 
transportation allowance may be 
claimed retroactively for a period of not 
more thali 3 months prior to the first day 
of the month that Form MMS-4295 i s  
filed with MMS. unless MMS approves a 
longer period upon a showing of good 
cause by the lessee. 

MMS will examine whether or not the 
contract reflects more than the 
consideration actually trimsferred either 
directly or indirectly from the lessee to 
the transporter for the transportation. I f  
the contract reflects more than the total 
consideration. then the MMS may 
rc q u i re t h il t the trans port a t ion 
iillowance be determined in accordance 
with paragraph (b)  of this section. 

( i i i )  I f  the MMS determines that the 
consideration paid pursuant to a n  arm's- 
length transportation contract does not 
reflect the reasonable value of the 
transportation because of misconduct by 
or betwcen the contracting parties, or 
because the lessee otherwise has  
breached its duty to the lessor to market 
the production for the mutual benefit of 
the lessee and the lessor, then MMS 
shall require that the transportation 
allowance be  determined in accordance 
with paragraph (b) of this section. When 
MMS determines that the value of the 
transportation may be unreasonable, 
MMS will notify the lessee and give the 
lessee a n  opportunity to provide written 
information justifying the lessee's 
transportation costs. 

(2)(i) If a n  arm's-length transportation 
contract includes more than one product 
in a gaseous phase and  the 
transportation costs attributable to each 
product cannot be  determined from the 
contract, the total transportation costs 
shall be  allocated in a consistent and 
equitable manner to each of the 
products transported in the same 
proportion a s  the ratio of the volume of 
each product (excluding waste products 
which have no value) to the volume of 
all products in the gaseous phase 
(excluding waste  products which have 
no value). Except as provided in this 
paragraph, no allowance may be  taken 
for the costs of transporting lease 

( i i )  In conducting reviews and audits. 

production which is not royaiiy bearing 
without MMS approval. 

( i i )  Notwithstanding the requirements 
of paragraph (i) .  the lessee may propose 
to MMS a cost allocation method on the 
basis of the values of the products 
transported. MMS shall approve the 
method unless i t  determines that it is not 
consistent with the purposes of the 
regulations in this part. 

(3) I f  an  arm's-length transportation 
contract includes both gaseous and  
liquid products and the transportation 
costs attributable to each cannot be  
determined from the contract, the lessee 
shall propose a n  allocation procedure to 
MMS. The lessee may use the 
transportation allowance determined in 
accordance with its proposed allocation 
procedure until MMS issues its 
determination on the acceptability of the 
cost allocation. The lessee shall submit 
all relevant data to support its proposal. 
The initial proposal must be  submitted 
by June 30.1988 or within 3 months after 
the last day of the month for which the 
lessee requests a transportation 
allowance. whichever is later (unless 
MMS approves a longer period). The 
MMS shall then determine the gas  
transportation allowance based upon 
the lessee's proposal and any additional 
information MMS deems necessary. 

(4) Where the lessee's payments for 
transportation under a n  arm's-length 
contract are  not based on a dollar per 
unit, the lessee shall convert whatever 
consideration is paid to a dollar value 
equivalent for the purposes of this 
section. 

(5) Where a n  arm's-length sales 
contract price or a posted price includes 
a provision whereby the listed price is 
reduced by a transportation factor, 
MMS will not consider the 
transportation factor to be  a 
transportation allowance. The 
transportation factor may be  used in 
determining the lessee's gross proceeds 
for the sale of the product. The 
transportation factor may not exceed 50 
percent of the base price of the product 
without MMS approval. 

(b) Non-urm's-lengfh or no contrucf. 
(1) If a lessee has a non-arm's-length 
transportation contract or h a s  no 
contract, including those situations 
where the lessee performs 
transportation services for itself, the 
transportation allowance will be  based 
upon the lessee's reasonable actual 
costs a s  provided in this paragraph. All 
transportation allowances deducted 
under a non-arm's-length or no contract 
situation are  subject to monitoring, 
review, audit, and adjustment. Before 
any estimated or actual deduction may 
be taken. the lessee must submit a 

completed Form MMS-4295 in 
accordance with paragraph (c)(2) of this 
section. A transportalion allowance may 
be claimed retroactively for a period of 
not more than 3 months prior to the first 
day of the month that Form MMS4295 
is filed with MMS. unless MMS 
approves a longer period upon a 
showing of good cause by the lessee. 
The MMS will monitor the allowance 
deductions to ensure that deductions are  
reasonable and allowable. When 
necessary or appropriate. MMS may 
direct a lessee to modify its estimated or 
actual transportation allowance 
deduction. 

non-arm's-length or no-contract 
situations shall be based upon the 
lessee's actual costs for transportation 
during the reporting period. including 
operating and maintenance expenses. 
overhead, and either depreciation and a 
return on undepreciated capital 
investment in accordance with 
paragraph (b)(Z)(iv)(A) of this section. or 
a cost equal to the initial depreciable 
investment in the transportation system 
multiplied by a rate of return in 
accordance with paragraph (b)(Z)(iv)(B) 
of this section. Allowable capital costs 
are  generally those costs for depreciable 
fixed assets (including costs of delivery 
and installation of capital equipment) 
which are  a n  integral part of the 
transportation system. 

(i] Allowable operating expenses 
include: Operations supervision and 
engineering: operations labor; fuel: 
utilities: materials: ad  valorem property 
taxes: rent; supplies: and any other 
directly allocable and attributable 
operating expense which the lessee can 
documen t. 

(ii) Allowable maintenance expenses 
include: Maintenance of the 
transportation system; maintenance of 
equipment; maintenance labor: and 
other directly allocable and attributable 
maintenance expenses which the lessee 
can document. 

(iii) Overhead directly attributable 
and allocable to the operation and 
maintenance of the transportation 
system is a n  allowable expense. State 
and Federal income taxes and 
severance taxes and other fees, 
including royalties, a re  not allowable 
expenses. 

depreciation or a return on deprecinble 
capital investment. After a lessee has 
elected to use either method for a 
transportation system, the lessee may 
not later elect to change to the other 
alternative without approval of the 
MMS. 

(2) The transportation allowance for 

(iv) A lessee may use either 
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(A)  To compute depreciation. the 
lessee may elect to use either a straight- 
line depreui t ion method based on the 
life of equipment or on the life of the 
reserves which the transportation 
system services, or a unit of production 
method. After a n  election is made. the 
lessee may not change methods without 
MMS approval. A change in ownership 
of a transportation system shall not alter 
the depreciation schedule established by 
the original transporter/lessee for 
purposes of the allowance calculation. 
With or without a change in ownership, 
a transportation system shall be 
depreciated only once. Equipment shall 
not be depreciated below a reasonable 
salvage value. 

(B) The MMS shall allow a s  a cost a n  
amount equal to the allowable initial 
capital investment in the transportation 
system multiplied by the rate of return 
determined pursuant to paragraph 
(b)(Z)(v) of this section. No allowance 
shall be  provided for depreciation. This 
alternative shall apply only to 
transportation facilities first placed in 
service after March 1.1988. 

[v) The rate of return shall be the 
industrial rate associated with Standard 
and Poor's BBB rating. The rate of return 
shall be the monthly average rate a s  
published in Sfandard and Poor's Bond 
Guide for the first month of the reporting 
period for which the allowance i s  
applicable and shall be effective during 
the reporting period. The rate shall be 
redetermined a t  the beginning of each 
subsequent transportation allowance 
reporting period [which is determined 
pursuant to paragraph (c) of this 
section). 

(3)(i) The deduction for transportation 
costs shall be determined on the basis of 
the lessee's cost of transporting each 
product through each individual 
transportation system. Where more than 
one product in a gaseous phase is 
transported. the allocation of costs to 
each of the products transported shall 
be made in a consistent and equitable 
manner in the same proportion a s  the 
ratio of the volrrme of etrch product 
[excluding waste products which have 
no value) to the volume of all products 
in the gaseous phase (excluding waste 
products which have no value). Except 
a s  provided in this paragraph, the lessee 
may not take a n  allowance for 
transporting a product which is not 
royalty bearing without MMS approval. 

( i i )  Notwithstanding the requirements 
of paragraph (i) .  the lessee may propose 
to the MMS a cost allocation method on 
the basis of the values of the products 
transported. MMS shall approve the 
method unless i t  determines that i t  is not 
consistent with the purposes of the 
regulations in this part. 

(4)  Where both gaseous and liquid 
products are  transported through the 
same transportation system. the lessee 
shall propose a cost allocation 
procedure to MMS. The lessee may use 
the transportation allowance 
determined in accordance with its 
proposed allocation procedure until 
MMS issues its determination on the 
acceptability of the cost allocation. The 
lessee shall submit all relevant data  to 
support its proposal. The initial proposal 
must be  submitted by June 30.1988 or 
within 3 months after the last day  of the 
month for which the lessee begins the 
transportation. whichever is later, 
unless MMS approves a longer period. 
The MMS shall then determine the 
transportation allowance based upon 
the lessee's proposal and any additional 
information MMS deems necessary. 

(5)  A lessee may apply to the MMS for 
a n  exception from the requirement that 
i t  compute actual costs in accordance 
with paragraphs (b) ( l )  through (b)(4) of 
this section. The MMS will grant the 
exception only i f  the lessee has  a tariff 
for the transportation system approved 
by the Federal Energy Regulatory 
Commission (FERC) (for both Federal 
and Indian leases) or a state regulatory 
agency (for Federal leases). The MMS 
shall deny the exception request if i t  
determines that: ( i )  The tariff is 
excessive a s  compared to arm's-length 
transportation charges by the lessee or 
others providing similar transportation 
services: or ( i i )  if  there are  no arm's- 
length transportation charges by the 
lessee or others providing similar 
transportation services, the tariff 
significantly exceeds the lessee's actual 
costs for transportation a s  determined 
under this section. 

(c) Reporling requirements-(l) 
Arm's-length confracls. (i) With the 
exception of those transportation 
allowances specified in paragraphs 
(c)(l)(v) and (c)(l)(vi) of this section, the 
lessee shall submit page one of the 
initial Form MMS-4295 (and Schedule 1) 
prior to. or a t  the same time as ,  the 
transportation allowance determined 
pursuant to a n  arm's-length contract is 
reported on Form MMS-2014, Report of 
Sales and Royalty Remittance. A Form 
MMS-4295 received by the end of the 
month that the Form MMS-2014 is due 
shall be considered to be  timely 
received. 

( i i )  The initial Form MMS-4295 shall 
be  effective for a reporting period 
beginning the month that the lessee is 
first authori2.ed to deduct a 
transportation allowance and shall 
continue until the end of the calendar 
year, or until the applicable contract or 
rate terminates or is modified or 
amended. whichever is earlier. 

(iii) After the initial reporting period 
and for succeeding reporting periods. 
lessees must submit page one of Form 
MM!%4295 (and Schedule 1) within 3 
months after the end of the calendar 
year. or after the applicable contract or 
rate terminates or is modified or 
amended, whichever is earlier. unless 
MMS approves a longer period (during 
which period the lessee shall continue to 
use the allowance from the previous 
reporting period). 

(iv) The MMS may require that a 
lessee submit arm's-length 
transportation contracts, production 
agreements, operating agreements. and 
related documents. Documents shall be 
submitted within a reasonable time, a s  
determined by MMS. 

(v) Transportation allowances which 
are  based on arm's-length contracts and 
which are  in effect at the time these 
regulations become effective will be  
allowed to continue until such 
allowances terminate. For the purposes 
of this section. only those allowances 
that have been approved by MMS in 
writing shall qualify as being in effect a t  
the time these regulations become 
effective. 

(vi) The MMS may establish, in 
appropriate circumstances, reporting 
requirements which are  different from 
the requirements of this section. 

With the exception of those 
transportation allowances specified in 
paragraphs (c ) (~) (v) .  (c)(t)(vii). and 
(c)(z)(viii) of this section, the lessee 
shall submit a n  initial Form MMS-4295 
prior to, or a t  the same time as. the 
transportation allowance determined 
pursuant to a non-arm's-length contract 
or no-contract situation is reported on 
Form MMS-2014. Report of Sales and 
Royalty Remittance. A Form MMS-4295 
received by the end of the month that 
the Form MM!%2014 is due shall be  
considered to be  timely received. The 
initial report may be  based upon 
estimated costs. 

[ii) The initial Form MMS-4295 shall 
be  effective for a reporting period 
beginning the month that the lessee first 
is aiithorized to deduct a transportation 
allowance and shall continue until the 
end of tile calendar year, or until the 
transportation unaer the non-arm's- 
length contract or the no contract 
situation terminates. whichever is 
earlier. 

(iii] For calendar-year reporting 
periods succeeding the initial reporting 
period, the lessee shall submit a 
completed Form MMs-4295 containing 
the actual costs for the previous 
reporting period. If the transportation is 
continuing, the lessee shall include on 

( 2 )  Non-arm's-lengfh or no contracf. (i) 
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Form MMS-4295 its estimated costs for 
the next calendar year. The estimated 
transportation allowance shall be based 
on the actual costs for the previous 
reporting period plus or miniis any 
adjustments which are based on the 
lessee's knowledge of decreases or 
increases which will affect the 
allowance. Form MMS-4295 must be 
received by MMS within 3 months after 
the end of the previous reporting period. 
unless MMS approves a longer period 
(during which period the lessee shall 
continue to use the allowance from the 
previous reporting period). 

(iv] For new transportation facilities 
or arrangements. the lessee's initial 
Form MM-295 shall include estimates 
of the allowable transportation costs for 
the applicable period. Cost estimates 
shall be based upon the most recently 
available operations data  for the 
Iransportution system, or if  such data 
are not available. the lessee shall use 
estimates based upon industry data for 
similar transportation systems. 

[VI Non-arm's-length contract or no 
contract based transportation 
allowances which are in effect at  the 
time these regulations become effective 
will be allowed to continue until such 
allowances terminate. For the purposes 
of this section. only those allowances 
that have been approved by MMS in 
writing shall qualify as  being in effect at 
the !ime these regulations become 
effective. 

[vi)  Upon request by MMS. the lessee 
shall submit all data used to prepare its 
Form MMS-4295. The data shall be 
provided within a reasonable period of 
time. a s  determined by MMS. 

[vii) The MMS may establish in 
appropriate circumstances. reporting 
requirements which a re  different from 
the requirements of this section. 

(viii) I f  the lessee i s  authorized to use 
its FERC-approved tariff a s  its 
transportation cost in accordance wilh 
subsection (b](s) of this section, i t  shall 
follow the reporting requirements of 
subsection (c](l)  of this section. 

(3) The MMS may establish reporting 
dates for individual lessees different 
than those specified in this subpart in 
order to provide more effective 
administration. Lessees will be notified 
of any change in their reporting period. 

(41 Transportation allowances must be 
reported a s  a separate line item on Form 
MMS-ZQII. unless MMS approves a 
different reporting procedure. 

(d] Interest assessments for incorrect 
or late reports and failure to report. 11) 
If a lessee deducts a transportation 
allowance on its Form MMS2014 
without complying with the 
requirements of this section, the lessee 
shall pay interest only on the amount of 

S-O? 1999 ooUX(O6)( 14-JAN-88- 17: 18:28) 

such deduction until the requirements of 
this section are  complied with. The 
lessee also shall repay the amount of 
any allowance which i s  disallowed by 
this section. 

(2) If a lessee erroneously reports a 
transportation allowance which results 
in an underpayment of royalties, interest 
shall be paid on the amount of that 
underpayment. 

section shall be determined in 
accordance with 30 CFR 218.54. 

( e )  Adjjusfments. [l) I f  the actual 
transportation allowance is less than the 
amount the lessee has estimated and 
taken during the reporting period, the 
lessee shall be required to pay 
additional royalties due, plus interest 
computed pursuant to 30 CFR 218.54, 
retroactive to the first month the lessee 
is authorized to deduct a transportation 
allowance. I f  the actual transportation 
allowance is greater than the amount 
the lessee has estimated and taken 
during the reporting period. :tie lessee 
shall be entitled to a credit without 
interest. 

(21 For lessees transporting production 
from onshore Federal and Indian leases. 
the lessee must submit a corrected Form 
MMS-2014 lo reflect actual costs, 
together with any payment, in 
accordance with instructions piovided 
by MMS. 

(3) For lessees transporting gas 
production from leases on the OCS, i f  
the lessee's estimated transportation 
allowance exceeds the allowance based 
on actual costs, the lessee must submit a 
corrected Form MMS-2014 to reflect 
actual costs. together with its payment. 
in accordance with instructions 
provided by MMS. lf the lessee's 
estimated transportation allowance is 
less than the allowance based on actual 
costs. the refund procedure will be 
specified by M M S  

(0 Actuol or  theoretical losses. 
Notwithstanding any other provisions of 
this subpart, for other than arm's-length 
contracts no cost shall be allowed for 
transportation which results from 
payments (either volumetric or for 
value] for actual or theoretical losses. 
This section does not apply when the 
transportation allowance is  based upon 
a FERC or state regulatory agency 
approved tariff. 

(g) Other tronsportation cost 
determinations. The provisions of this 
section shall apply to determine 
transportation costs when establishing 
value using a net-back valuation 
procedure or any other procedure that 
requires deduction of transportation 
cosls. 

13) Interest required to be paid by this 

* 
4 208,158 Processing aliowance8- 
general. 

(a] Where the value of gas is 
determined pursuant to $ 206.153 of this 
subpart. a deduction shall be allowed 
for the reasonable actual costs of 
processing. 

among the gas plarit products. A 
separate processing allowance must be 
determined for each gas plant product 
and processing plant relationship. 
Natural gas liquids (NGL's) shall be 
considered a s  one product. 

[d)(2) of this section, the processing 
allowance shall not be applied against 
the value of the residue gas. Where 
there is no residue gas hlMS may 
designate an  appropriate gas plant 
product against which no allowance 
may be applied. 

(21 Except a s  provided in paragraph 
(c](3] of this section, the processing 
allowance deduction on the basis of an 
individual product shall not exceed 66% 
percent of the value of each gas plant 
product determined in accordance with 
5 206.153 of this subpart [such value to 
be reduced first for any transportation 
allowances related to postprocessing 
transportation authorized by 8 206.156 of 
this subpart]. 

(3) Upon request of a lessee, MMS 
may approve a processing allowance in 
excess of the limitation prescribed by 
paragraph (c)[Z] of this section. The 
lessee must demonstrate that the 
processing costs incurred in excess of 
the limitation prescribed in paragraph 
( s ) ( 2 )  of this section were reasonable. 
actual, and necessary. An applica!ion 
for exception shall contain all relevant 
and supporting documentation for MMS 
to make a determination. Under no 
circumstances shall the value for royalty 
purposes of any gas plant product be 
reduced to zero. 

[d)[1) Except a s  provided in paragraph 
(d)(2] oi !?is section. no processing cost 
deduction shzll be allowed for the costs 
of placing lease products in marketable 
condition, including dehydration. 
separation. compression, or storage, 
even if those functions are performed off 
the lease or at a processing plant. Where 
gas is processed for the removal of acid 
gases. commonly referred !o as  
"sweetening." no processing cosf 
deduction shall be allowed for such 
costs unless the acid gases removed are  
further processed into a gas plant 
product. In such event, the lessee shall 
be eligible for a processing allowance as 
determined in accordance with this 
subpart. However. MMS will not grant 
any processing allowance for processing 

[b) Processing costs must be allocated 

IC)(]) Except a s  provided in paragraph 
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lease production which is not royally 
bearing. 

(2)(i) I f  the lessee incurs extraordinary 
costs for processing gas  production from 
a gas  production operation. i t  may up 
to MMS for a n  allowance for those cosls  
which shall be in addition to any other 
processing allowance to which the 
lessee is entitled pursuant to this 
section. Such a n  allowance may be 
granted only if the lessee can 
demonstrate that the costs are. by 
reference to standard industry 
conditions and practice. extraordinary, 
unusual. or unconventional. 

( i i )  Prio: MMS approval to continue a n  
extraordinary processing cost allowance 
is not required. However. to retain the 
authority to deduct the allowance the 
lessee must report the deduction to 
MMS i i i  a form and manner prescribed 
by MMS. 

(e) I f  MMS determines that a lessee 
has improperly determined a processing 
allowance authorized by this subpart. 
then the lessee shall pay any additional 
royalties, plus interest determined in 
accordance with 30 CFR 218.54. or shall 
be entitled to a credit. without interest. 

3 206.159 Datermtnatton of processing 
allowances. 

[ a )  Arni 's-lengfh processing confrocts. 
( I ] ( i )  For processing costs incurred by a 
lessee pursuant to a n  arm's-length 
contract. the processing allowance shall 
be the reasonable actual costs incurred 
by the lessee for processing the gas 
under that contract. except a s  provided 
in paragraphs (a)( l ) ( i i )  and (a)(l)(iii) of 
this section. subject to monitoring. 
review, audit. and adjustment. The 
lessee shall have the burden of 
demonstrating that its contract is arm's- 
length. Before any deduction may be  
taken. the lessee must submit a 
completed page one of Form MMS-lIOS, 
Gas Processing Allowance Summary 
Report. in occordance with paragraph 
(c)( l )  of this section. A processing 
allowance may be  claimed retroactively 
for a period of not more than 3 months 
prior to the first day  of the month that 
Form MMS.1109 is filed with MMS, 
unless MMS approves a longer period 
upon a showing of good cause by the 
lessee. 

[ii) In conducting reviews and audits. 
MMS will examine whether the contract 
reflects more than the consideration 
actually transferred either directly or 
indirectly from the lessee to the 
processor for the processing. If the 
contract reflects more than the total 
consideration. then the MMS may 
require that the processing allowance be 
determined in accordance with 
paragraph (b)  of this section. 

* 
( i i i )  I f  the MMS determines that the 

consideration paid pursuant to a n  arm's- 
length processing contract does not 
reflect the reasonable value of the 
processing because of misconduct by or 
between the contracting parties, or 
because the lessee otherwise has  
breached its duty to the lessor to market 
the production for the mutual benefit of 
the lessee and the lessor, then MMS 
shall require that the processing 
allowance be determined in accordance 
with paragraph (b)  of this section when 
MMS determines that the value of the 
processing may be unreasonable. MMS 
will notify the lessee and give the lessee 
a n  opportunity to provide a n  
opportunity to provide written 
information justifying the lessee's 
processing costs. 

(2) I f  an arm's-length processing 
contract includes more than one gas 
plant product and the processing costs 
attributable to each product can be  
determined from the contract, then the 
processing costs for each gas plant 
product shall be  determined in 
accordance with the contract. No 
allowance may be taken for the costs of 
processing lease production which is not 
royally-bearing. 

( 3 )  I f  a n  arm's-length processing 
contract includes more than one gas  
plant product and the processing costs 
attributable to each product cannot be 
determined from the contract, the lessee 
shall propose a n  allocation procedure to 
MMS. The lessee may use its proposed 
allocation procedure until MMS issues 
its determination. Thr: lessee shall 
submit all relevant data to support its 
proposal. The initial proposal must be 
submitted by June 30. 1988. or wi!hin 3 
months after the last day  of the month 
for which the lessee requests a 
processing allowance. whichever is later 
(unless MMS approves a longer period). 
The MMS shall then determine the 
processing allowartce based upon the 
lessee's proposal and any additional 
information MMS deems necessary. No 
processing aliowance will be  granted for 
the costs of processing lease production 
which is not royalty bearing. 
[4) Where the lessee's payments for 

processing under a n  arm's-length 
contract are  not based on a dollar per 
unit basis, the lessee shall convert 
whatever consideration is paid to a 
dollar value equivalent for the purposes 
of this section. 

(b)  Non-ornik-length or  no contract. 
(1 J I f  a lessee has a non-arm's-length 
processing contract or has  no contract. 
including those situations where the 
lessee performs processing for itself, the 
processing allowance will be  based 
upon the lessee's reasonable actual 
costs a s  provided in this paragraph. All 

processing allowances deducted under a 
non-arm's-length or no-contract 
situation are  subject to monitoring. 
review. audit, and adjustment. Beiore 
any  estimated or actual deduction may 
be taken. the lessee must submit a 
completed Form M M S 4 1 0 9  in 
accordance with paragraph (c)(Z) of this 
section. A processing allowance may be 
claimed retroactively for a period of not 
more than 3 months prior to the first day 
of the month that Form MMS-4109 is 
filed with MMS. unless MMS approves a 
longer period upor? a showing of good 
cause by the lessee. The MMS will 
monitor the allowance deduction to 
ensdre that deductions a re  reasonable 
and allowable. When necessary or 
appropriate. MMS may direct a lessee to 
modify its estimated or actual 
processing allowance. 

(2) The processing allowance for non- 
arm's-length or no-contract situations 
shall be based upon the lessee's actual 
costs for processing during the reporting 
period, including operating and 
maintenance expenses, overhead, and 
either depreciation and a return on 
undepreciated capital investment in 
accordance with paragraph (b)(Z)(iv)(A) 
of this section, or a cost equal to the 
initial depreciable investment in the 
processing plant multiplied by a rate of 
return in accordance with paragraph 
[b)[Z)[iv)[B) of this section. Allowable 
capital costs are  generally those costs 
for depreciable fixed assets (including 
costs of delivery and installation of 
capital equipment) which are a n  integral 
part cf the processing plant. 

( i )  Ai!owable operating expenses 
include: Operations supervision and 
engineering: operations labor: fuel: 
utilities; materials: ad  valorem property 
taxes: rent: supplies: and any other 
directly allocable and attributable 
operating expense which the lessee can 
document. 

(i i)  Allowable maintenance expenses 
include: maintenance of the processing 
plant; maintenance of equipment: 
maintenance labor: and other directly 
allocable and attributable maintenance 
expenses which the lessee can 
document. 

( i i i )  Overhead directly attributable 
and allocable to the operation and 
maintenance of the processing plant is 
a n  allowable expense. State and Federal 
income taxes and severance taxes, 
including royalties. are  not allowable 
expenses. 

(iv) A lessee may use either 
depreciation or a return on depreciable 
capital investment. When a lessee has  
elected to use either method for a 
processing plant, the lessee may not 
later elect to change to the other 
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alternative without approval of the 
MMS. 

(A )  To compute depreciation. the 
lessee may elect to use either a straight- 
line depreciation method based on the 
life of equipment or on the life of the 
reserves which the processing plant 
services, or a unit-of-production method. 
After a n  election is made. the lessee 
may not change methods without MMS 
approval. A change in ownership of a 
processing plant shall not alter the 
depreciation schedule established by the 
original processor/lzssee for purposes of 
the allowance calculation. With or 
without a change in ownership. a 
processing plant shall be  depreciated 
only once. Equipment shall not be 
depreciated below a reasonable salvage 
value. 

[B) The MMS shall allow a s  a cost an 
amount equel to the allowable initial 
capital investment in the processing 
plant multiplied by the rate of return 
determined pursuant to paragraph 
[b](z](v) of this section. No allowance 
shall be provided for depreciation. This 
alternative shall apply only to plants 
first placed in service after March 1. 
1988. 

( v )  The rate of return shall be the 
industrial rate associated with Standard 
and Poor's BBB rating. The rate of return 
shall be the monthly average rate a s  
published in Stantlord and Poor's Bond 
Guide for the first month of the reporting 
period for which the allowance is 
applicable and shall be effective during 
the reporting period. Thc rate shall be 
redetermined at  the beginning of each 
subsequent processing allowance 
reporting period (which is determined 
pursuant to paragraph (cJ(2) of this 
section]. 

gas  plant product shall be determined 
based on the lessee's reasonable and 
actual cost of processing the gas. 
Allocation of costs to each gas plant 
product shall be based upon generally 
accepted accounting principles. The 
lessee may not take a n  allowance for 
the costs of processing lease production 
which is not royalty bearing. 

(4) A lcssee may apply to MMS for a n  
exception from the requirement that i t  
compute actual costs in accordance with 
paragraphs (bJ(1) through (b)(3) of this 
section. The MMS may grant the 
exception only if: (i) The lessee has  
arm's-length contracts for processing 
other gas  production at  the same 
processing plant; and ( i i )  a t  least 50 
percent of the gas  processed annually a t  
!he plant is processed pursuant to arm's- 
length processing contracts; if the MMS 
grants the exception. the lessee shall use 
as its processing allowance the volume 
weighted average prices charged other 

(3) The processing allowance for each 

persons pursuant to arm's-length 
contracts for processing a t  the same 
plant. 

(c) Reporling requiremenfs. (1) Arm's- 
length contracts. ( i )  With the exception 
of those processing allowances specified 
in paragraphs (c)(I)(v) and (c)(l)(vi) of 
this, section. the lessee shall submit page 
one of the initial Form MMS-4109 (and 
Schedule 1) prior to the time, or a t  the 
same time as. the processing allowance 
determined pursuant to a n  arm's-length 
contract is reported on Form MMS-2014. 
Report of Sales and Royalty Remittance. 
A Form MMS-4109 received by the end 
of the month that the Form MMS-2014 is 
due shall be considered to be  timely 
received. 

( i i )  The initial Form MMS.1109 shall 
be effective for a reporting period 
beginning the month that the lessee is 
first authorized to deduct a processing 
allowance and shall continue until the 
end of the calendar year, or until the 
applicable contract or rate terminates or 
is modified or amended. whichever is 
earlier. 

( i i i )  After the initial reporting period 
and for succeeding reporting periods. 
lessees must submit page one of Form 
MM-109 within 3 months after the end 
of the calendar year, or after the 
applicable conkact or rate terminates or 
is modified or amended, whichever is 
earlier. unless MMS approves a longer 
period [during which period the lessee 
shall continue to use the allowance from 
the previous reporting period). 

[iv) The MMS may require that a 
lessee submit arm's-Iength processing 
contracts end related documents. 
Documents shall be  submitted within a 
reasonable time. as determined by 
MMS. 

based on arm's-length contracts and 
which a re  in effect a t  the time these 
regulations become effective will be 
allowed to continue until such 
allowances terminate. For the purpose 
of this section, only those allowances 
that have been approved by MMS in 
writing shall qualify as being in effect at 
the time these regulations became 
effective. 

(vi) The MMS may establish, in 
appropriate circumstances, reporting 
requirements which a re  different from 
the requirements of this section. 

(2) Non-arm's-length or no contract. 
(i] With the exception of those 

processing allowances specified in 
paragraphs (C](~) (V) .  (c)(2](vii) and 
(c)(z)(viii) of this section, the lessee 
shall submit a n  initial Form MMS-4109 
prior to, or at the same time as. the 
processing allowance determined 
pursuant to a non-arm's-length contract 
or no conlract situation is reported on 

(v) Procesging allowances which a re  

Form MM$2014. Report of Sales and 
Royally Remittance. A Form M M S 4 1 0 9  
received by the end of the month that 
the Form MM%2014 is due shall be 
considered to be timely received. The 
initial report may be based upon 
estimated costs. 

( i i )  The initial Form MMS-4109 shall 
be  effective for a reporting period 
begiming the month that the lessee first 
i s  authorized to deducf a processing 
allowance and shall continue until the 
end of the calendar year. or until the 
processing under the non-arm's-length 
contract or the no-contract situation 
terminates. whichever is earlier. 

( i i i )  For calendar-year reporting 
periods succeeding the initial reporting 
period, the lessee shall submit a 
completed Form MMS-4109 containing 
the actual costs for the previous 
reporting period. I f  gas  processing is 
continuing. the lessee shall include on 
Form MMS-41W its estimated costs for 
the next calendar year. The estimated 
gas processing allowance shall be based 
on the actual costs for the previous 
period plus or minus any  adjustments 
which are based on the lessee's 
knowledge of decreases or increases 
which will affect the allowance. Form 
MMS-4109 must be received by MMS 
within 3 months after the end of the 
previous reporting period, unless MMS 
approves a longer period (during which 
period the lessee shall continue to use 
the allowance from the previous 
reporting period). 

(iv) For new processing plants, the 
lessee's initial Form MMS.1109 shall 
include estimates of the allowable gas 
processing costs for the applicable 
period. Cost estimates shall be  based 
upon the most recently available 
operations data for the plant. or if such 
data are  not available. the lessee shall 
use estimates based upon industry data 
for similar gas  processing plants. 

(v) Processing allowances based on 
non-arm's-length or nocontract 
situations which are  in effect a t  the time 
these regulations become effective will 
be ailowed to continue until such 
allowances terminate for gas production 
from onshore Federal and Indian leases. 
For gas  production from OCS leases 
such allowances will be allowed to 
continue until they terminate or until the 
end of the calendar year, whichever is 
earlier. For the purposes of this section. 
only those allowances that have been 
approved by MMS in writing shall 
qualify a s  being in effect a t  the time 
these regulations become effective. 

(vi) Upon request by MMS. the lessee 
shall submit all data used by the lessee 
to prepare its Form MMS-4109. The data 
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shall be provided within a reasoneblc 
period of time. a s  determined by MMS. 

(vii) The MMS may establish, in 
appropriate circumstances. reporting 
requirements which ere  different from 
the requirements of this section. 

(vi i i )  If the lessee is authorized to use 
the volume weighted average prices 
charged other persons a s  its processing 
allowance in accordance with 
paragraph (b)(4) of this section. i t  shall 
follow the reporting requirements of 
paragraph (c)(l)  of this section. 

(3) The MMS may establish reporting 
dates fcr individual leases different from 
those specified in this subpart in order 
to provide more effective 
administration. Lessees will be notified 
of any change in their reporting period. 

(4) Processing allowances must be 
reported a s  a separate line on the Form 
MMS-2014. unless MMS approves a 
different reporting procedure. 

[ d)  lnfercsf ossessnictifs for iiicorrccf 
OF lore reports ond failitre f n  report. (1) 
I f  H lessee deducts a processing 
allowance on its Form MMS-2014 
without complying with the 
requirements of this section. the lessee 

shall prAy interest only on the amount of 
such deduction until the requirements of 
this section a re  complied with. The 
lessee also shall repay the amount of 
any allowance which is disallowed by 
this section. 

(2) If a lessee erroneously reports a 
processing dllowance which results in 
a n  underpayment of royalties. interest 
shall be  paid on the amount of that 
underpayment. 

section shall be determined in 
accordance with 30 CFR 218.5.1. 

processing allowance is less than the 
amount the lessee has  estimated and 
taken during the reporting period, the 
lessee shall be required to pay 
additional royalties due plus interest 
computed pursuant to 30 CFR 218.54. 
retroactive to the first day 3f the first 
month the lessee is authorized to deduct 
a processing allowance. I f  the actual 
processing allowance is greater than the 
amount the lessee has estimated and 
taken during the reporting period, the 
lessee shall be  entitled to a credit 
V.J i thou t in teres 1. 

(3) Interest required to be  paid by this 

[e) Adjusfntcnfs. (1) If  the actual gas 

(2) For lessees processing production 
from onshore Feteral and Indian leases. 
the lessee must submit a corrected Forni 
M M s 2 0 1 4  to reflect actual costs. 
together with any pcyrnent. in 
accordance with instructions provided 
by MMS. 

(3)  For lessees processing gas  
production from leases on the OCS. if  
the lessee's estimated processing 
allowance exceeds the allowance based 
on actual costs. the lessee must submit a 
corrected Form MMS2U14 t0 reflect 
actual costs, together with its payment. 
in accordance with instructions 
provided by MMS. If the lessee's 
estimated costs were less than the 
actual costs, the refund procedure will 
be specified by MMS. 

deferminofions. The provisions of this 
section shall apply to determine 
processin3 costs when establishing 
value using ti net back valuation 
procedure or any other procedure that 
requires deduction of processing costs. 
(FR Doc. W 9 1  Filed 1-14-88: 8:45 am] 

(r] Ofher processing cost 
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